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SALES  TAX  OPTION  PAPER:  SUMMARY 


This  paper  examines  the  current  sales  tax  expenditures 
(exemptions)  which  are  identified  in  the  Tax  Expenditure  Budget 
(House  No.  1,  Vol  4) .    The  paper  begins  with  an  overview  of  the 
sales  tax  and  a  discussion  of  generally  accepted  sales  tax 
standards  (pp.  1-5) . 

In  its  review  of  sales  tax  exemptions,  the  personal 
committee  agreed  to  consider  two  levels  of  sales  tax  reform. 
The  first  level  involves  retaining  the  seven  major  categories  of 
sales  tax  exemptions  and  reviewing  the  exemptions  within  each 
category  to  determine  which,  if  any,  do  not  meet  the  criteria 
applicable  to  the  category  as  a  whole.     This  level  of  analysis 
suggests  that  several  of  the  individual  exemptions  warrant 
further  scrutiny,  as  summarized  below. 

In  the  "basic  necessities"  category,  the  paper  suggests  that 
the  dollar  limit  for  the  clothing  exemption  might  be  lowered, 
from  the  current  $175  level  to  perhaps  $100  or  $125  without 
compromising  the  equity  concerns  that  prompt  the  exemption  (pp. 
6-7)  . 

The  exemptions  included  in  the  "business  inputs"  category 
are  reviewed  at  pages  9-20  of  the  report.    Massachusetts,  like 
most  other  states,  attempts  to  limit  the  "double  taxation" 
feature  of  the  sales  tax  by  exempting  goods  which  are  used 
directly  in  the  production  process  (e.g.,  industrial  machinery) 
or  which  became  "ingredients  or  component  parts"  of  the  goods  or 
services  produced  by  business.    A  number  of  exemptions  either  do 
not  fit  these  criteria  or  do  not  result  in  "double  taxation" 
because  the  final  good  or  service  produced  is  not  taxed.  Other 
generally  accepted  sales  tax  principles,  such  as  equity  and 
limiting  economic  distortions,  were  then  examined.     Based  on  this 
review,  the  paper  suggests  that  the  exemptions  listed  below  be 
reviewed  as  they  are  more  similar  in  their  nature  and  use  to 
business  purchases  which  are  taxed  than  they  are  to  the  general 
category  of  inputs  which  are  exempt  from  sales  taxation. 

■  Commercial  and  industrial  use  of  energy  and  telephones 
(pp.  13-15) 

■  Materials,  tools,  fuels,  and  machinery  used  in  radio 
and  TV  broadcasting,  and  newspaper  printing 

(pp.  16-17) 

■  Feed  used  for  raising  fur-bearing  animals 
(pp.  17) 

■  Vessels  or  barges  of  50  ton  burden  and  over,  and  fuels, 
supplies,  and  repairs  for  vessels  engaged  in  interstate 
or  foreign  commerce  (p.  17-18) 
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■  Some  containers  (pp.  18-19) 

■  Certain  sales  by  typographers,  compositors,  and  color 
separators  and  certain  items  in  the  manufacturing  of  cast 
metal  products  (p.  19) 


Finally,  in  the  "miscellaneous"  category,  the  following 
exemptions  do  not  appear  to  be  justified  based  on  accepted  sales 
tax  standards  and  thus  should  not  be  retained  absent  other  public 
policy  reasons  for  their  exemption:  ' 

■  Trade-in  allowances  for  motor  vehicles,  trailers, 
airplanes,  and  boats  (pp.  34-35) 

■  Gifts  of  scientific  equipment  (pp.  34-35) 

■  Films  for  commercial  exhibition  (p.  36) 


The  second  level  of  reform  identified  by  the  personal 
committee  involves  a  more  structural  examination  of  the  tax  by 
analyzing  the  basis  for  exempting  entire  categories  of  sales 
transactions.     Base  broadening  may  be  prompted  by  concerns  for 
equity  and  stability  and/or  a  need  to  increase  revenues.  With 
respect  to  this  level  of  reform,  there  are  two  categories  of 
exempt  transactions  which  deserve  careful  review: 

■  Selected  service  transactions  (pp.  20-31) 

■  Items  subject  to  the  excise  tax  (cigarettes,  alcohol  and 
gasoline)    (pp.  32-33) 

These  base-broadening  options  are  analyzed  in  two  ways: 
first,  as  revenue  neutral  options  (i.e.,  base  broadening  coupled 
with  a  rate  reduction)  and  second,  as  options  intended  to  enhance 
revenues  (i.e.,  base  broadening  without  a  rate  reduction).  The 
option  of  extending  the  base  to  selected  service  transactions  for 
the  purpose  of  increasing  revenues  (i.e.,  no  rate  reduction)  is 
compared  to  the  option  of  raising  sales  tax  revenues  through  a 
rate  increase.  While  further  study  of  the  distributional  impact 
of  selective  service  taxation  is  needed,  the  paper  suggests  that, 
as  a  revenue  enhancement  measure,  base  broadening  by  selective 
service  taxation  is  preferable  to  a  rate  increase  (pp.  24-31) . 


Special  Commission  on  Tax  Reform 
February,  1988 
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I.   INTRODUCTION:     SUMMARY  AND  HISTORY  OF  MASSACHUSETTS  SALES  TAX 


Massachusetts  enacted  sales  tax  legislation  covering  retail 
sales  and  rental  of  tangible  personal  property  in  1966,  making  it 
a  relative  latecomer  among  the  states.^    The  initial  tax  rate  of 
3%  was  increased  to  5%  in  1976.     Of  the  six  new  England  states, 
Connecticut  and  Rhode  Island  have  higher  rates  (7.5%  and  6%, 
respectively);  Maine  has  the  same  rate;  Vermont's  rate  is  lower 
at  4%;  and  New  Hampshire  has  no  sales  tax. 

Generally,  sales  taxation  is  regressive.     Even  though 
Massachusetts  exempts  basic  necessities,  the  sales  tax  is  still 
one  in  which  lower  income  households  pay  higher  percentages  of 
their  income  toward  the  tax  than  do  higher  income  households. 
Reschovsky's  Sales  Tax  Simulation  Model  estimates  the  average 
Massachusetts  sales  tax  burden  on  families  with  incomes  below 
$5,000  and  with  incomes  between  $5,000  and  $10,000  to  be  2.61% 
and  1.69%,  respectively,  while  families  with  income  above  $75,000 
experience  an  average  sales  tax  burden  of  0.48%.^ 

While  the  Massachusetts  rate  is  above  the  1986  U.S.  median 


By  1965,  39  other  states  had  general  sales  tax. 

2    Andrew  Reschovsky,  1986,  Who  Pays  Massachusetts  Taxes? 
The  Sales  Tax.  The  Sixth  Interim  Report  of  the  Special  Commission 
on  Tax  Reform.    House  Number  5146.  A  1983  study  using  1976 
national  data  found  that  the  effective  sales  tax  rates  for 
households  with  income  less  than  $5,250  was  1.09  in  Massachusetts 
and  averaged  5.02  for  all  45  states  with  sales  taxes,  and  for 
households  with  income  above  $61,250  the  effective  rate  was  0.73 
in  Massachusetts  and  averaged  1.63  for  the  45  states  with  sales 
tax.  Andrew  Reschovsky,  et.  al.,  1983.     State  Tax  Policy: 
Evaluatincf  the  Issues.  Joint  Center  for  Urban  Studies,    p. 38. 
(The  figures  used  are  based  on  a  national  survey  done  by  Donald 
Phares  in  1980.) 
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of  4.75%,  as  a  result  of  its  very  narrow  base,  the  Commonwealth's 
sales  tax  is  ranked  43rd  of  45  states  on  the  intensity  of  use 
(measured  by  1986  sales  tax  revenue  as  a  percent  of  personal 
income) .     In  FY87  the  sales  tax  accounted  for  2  3%  of  total  state 
tax  revenues  in  the  Commonwealth;  the  FYS 6  total  sales  tax 
revenue  as  a  percentage  of  total  state  tax  revenues  for  the 
nation  was  49.6%.    Although  Massachusetts  is  less  dependent  on 
the  sales  tax  as  a  state  source  of  tax  revenue  than  most  states, 
the  portion  of  state  revenues  derived  from  the  sales  tax  is 
increasing  (see  Graph  1) . 

GRAPH  1 

GROWTH  TAXES  AS  A  PERCENT  OF  TOTAL 
STATE  TAX  REVENUE,  FY59-87 
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II.     SALES  TAXATION:  STANDARDS  AND  STRATEGIES  FOR  REFORM 


A.  Sales  Taxation  Standards 

The  literature  on  sales  taxation  suggests  four  general 
standards  to  strive  for  in  the  application  of  a  sales  tax.-^ 

1)  The  sales  tax  should  tax  the  ultimate 
consumer  of  the  goods  and  do  so  with 
uniform  rates. 

This  standard  addresses  one  of  the  major  problems  that  arises 
with  sales  taxation:  the  avoidance  of  double  taxation  by  taxing 
only  the  final  consumer  of  a  product.     "Uniform  rates"  means  that 
one  rate  should  be  applied  to  all  goods. 

2)  To  enhance  equity,  the  structure  of  the 
sales  tax  should  be  designed  to  minimize 
regressivity. 

Since  the  sales  tax  is  generally  a  regressive  tax,  states 
concerned  with  taxpayers'  ability  to  pay  should  structure  the 
sales  tax  base  to  spread  the  burden  of  sales  taxation  as 
equitably  as  possible. 

3)  To  the  extent  possible,  the  sales  tax 
structure  should  not  distort  economic 
activity  and  decisions. 

The  application  of  a  sales  tax  will  change  the  absolute  and 
relative  prices  of  the  goods  or  services  that  are  taxed.  As 
such,  economic  theory  suggests  that  economic  activity  and 
decisions  about  consumption  and  investment  always  will  be 
affected  by  this  type  of  tax.    The  extent  to  which  decisions  and 
activities  are  affected  by  price  changes  depends  on  a  variety  of 
factors:  the  elasticity  of  demand  and  supply  of  goods  and 
services,  the  concentration  of  markets,  and  a  host  of 
psychological  and  customary  factors.     It  is  very  difficult  to 


3    See  John  F.  Due  and  John  L.  Mikesell  1983.  Sales 
Taxation;  State  and  Local  Structure  and  Administration.  John 
Hopkins  University  Press,  1983.     pp. 23-24. 
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accurately  measure  the  impact  of  sales  taxation  on  economic 
decisions  and  activity. 

4)  The  design  of  the  sales  tax  should  promote 
administration  and  compliance. 

Sales  taxes  are  collected  by  a  vendor  on  behalf  of  the  state. 

Because  an  intermediary  is  involved,  different  and  often 

difficult  administrative  and  compliance  issues  arise. 

Furthermore,  as  explained  later  in  this  report,  it  is  not  easy  to 

make  distinctions  about  when  to  apply  the  sales  tax  (e.g., 

distinguishing  between  a  "good"  and  a  "service",  or  between  a 

taxable  and  tax-exempt  input) .    Tightly-written  legislation  and 

regulations  are  needed  to  avoid  inconsistencies  in  the 

administration  of  the  tax  and  to  insure  tax  compliance. 

B.  Sales  Tax  Reform  Strategies 

Sales  taxation  has  become  one  of  the  most  important  sources 
of  revenue  for  many  states  over  the  last  twenty  years. ^  Many 
states,  particularly  those  without  income  taxes  or  those  who  face 
severe  fiscal  constraints,  have  turned  to  sales  taxation  as  a 
source  of  new  tax  revenue  and  fiscal  stability.^  Massachusetts, 
however,  has  not  significantly  extended  either  the  sales  tax  rate 
or  base  in  over  a  decade. 

There  are  three  basic  levels,  or  strategies,  of  sales  tax 
reform  facing  the  Commonwealth.    The  first  and  most  limited  level 

^    In  FY85,  28  states  collected  more  state  tax  revenues  from 
sales  taxes  than  from  either  personal  income  taxes  or  corporate 
excise  taxes.  Advisory  Commission  on  Intergovernmental  Relations. 
June  1987,  Significant  Features  of  Fiscal  Federalism;  1987.  Table 
34,  p.  47. 

5    The  elimination  of  the  federal  itemized  deduction  for 
state  sales  tax  in  the  Tax  Reform  Act  of  1986  increases  the  "tax- 
price"  of  the  sales  tax  in  all  states.    Andrew  Reschovsky  and 
Howard  Chernick  predict  that  this  change  may  make  it  more 
difficult  for  states  to  increase  revenues  through  expansion  of 
the  sales  tax.  See  Andrew  Reschovsky  and  Howard  Chernick,  October 
1987.  "Federal  Tax  Reform  and  the  Taxation  of  Urban  Residents." 
Mimeo. 
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of  reform  would  be  to  retain  the  major  categories  of  exemptions 
but  evaluate  the  individual  exemptions  within  each  category  for 
their  consistency  with  basic  sales  tax  standards, 

A  second  possibility  is  to  adjust  the  base  by  either 
eliminating  or  adding  a  category  or  categories  of  exemptions.  An 
extension  of  the  base  without  a  reduction  in  the  rate  would 
increase  revenues.^    An  extension  of  the  base  coupled  with  a 
reduction  in  the  rate  might  serve  to  lessen  the  regress ivity  of 
the  tax  as  well  as  the  distorting  influence  of  the  tax.    With  or 
without  a  rate  reduction,  extending  the  base  would  add  stability 
to  the  state's  revenue  base.    Given  that  the  current  sales  tax 
base  is  limited  to  tangible  goods,  and  that  many  categories  of 
exemptions  exist,  adding  new  categories  of  exemptions  would 
increase  the  distortions  caused  by  the  tax  while  substantially 
reducing  state  revenues. 

The  third  level  of  reform  involves  changing  from  a  sales  tax 
to  a  value  added  tax  (VAT)  in  order  to  address  an  inherent 
problem  of  sales  taxation:  identifying  the  final  consumer. 
Adoption  of  a  VAT  would  be  a  sweeping  reform,  which  has  not  been 
seriously  considered  in  Massachusetts  to  date.    This  option  is 
not  discussed  further  in  the  body  of  this  paper,  although  a  brief 
discussion  of  VAT  is  set  forth  in  Appendix  A. 

III.     SALES  TAX  EXPENDITURES 

This  section  identifies  the  seven  major  categories  of  sales 
tax  expenditures  in  Massachusetts,  discusses  the  rationale  for 
each  category  using  the  standards  described  above,  examines  the 
individual  exemptions  within  each  category,  and  outlines  options 
for  reform. 


^    Current  revenue  collections,  in  light  of  the  constraints 
of  the  tax  cap,  would  seem  to  require  that  any  major  extension  of 
the  base  be  coupled  with  a  reduction  in  the  rate. 
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A.  Basic  Necessities 

The  third  largest  category  of  exempt  sales  items  is  basic 
necessities,  accounting  for  $734.6  million  or  16.7%  of  total 


sales  tax  expenditures.' 

Est. 

B>xlget  Amount 
NLfiixp      Tax  Expenditure*  -  (SmiUion) 


94  Exenption  for  Food  393.5 

96  Exenption  for  Clothing  (Capped  at  $175  Per  Purchase)  104.0 
99  Exemption  for  Fuel  Used  for  Heating  Purposes  68.3 
98  Exeflption  for  Electricity  66.7 

131  Exemption  for  Telephone  and  Telegraph  28.7 

100  Exenption  for  Gas  28.9 
106  Exenption  for  Nedtcal  and  Dental  Supplies  and  Devices  26.8 

101  Exenption  for  Water  8,6 

97  Exenption  for  Items  Used  in  Making  Clothing  9.1 

102  Exenption  for  Steam  N.A. 

95  Exenption  for  Certain  Food  and  Beverages  Sold  in  Restaurants  N.A. 


•Estimates  listed  for  98,  131,  100,  and  101  are  not  derived  directly 
from  the  Tax  Expenditure  Budget.  See  footnote  7  for  explanation. 

Equity  is  the  primary  reason  for  exempting  basic 
necessities.    This  category  of  exemptions  makes  the  sales  tax 
structure  generally  much  less  regressive. 

Despite  the  exemption  of  basic  necessities,  the  sales  tax 
represents  a  major  portion  of  the  tax  burden  for  low  income 
households  in  Massachusetts.    Excluding  excise  taxes  on  gasoline, 
alcohol,  and  cigarettes,  a  third  of  the  average  total  state  and 
local  tax  liability  for  Massachusetts  households  below  the 
poverty  level  is  attributable  to  sales  taxation.     For  the  near- 
poor  (those  with  incomes  100-150%  of  the  poverty  level) ,  the 
average  sales  tax  liability  represents  48%  of  state  taxes  and  20% 


'    Estimates  for  electricity,  telephone  and  telegraph,  gas, 
and  water  are  for  residential  consumer  use  only.    The  TEB 
combines  estimates  for  residents  with  industrial  and  commercial 
users.    Estimates  for  electricity  are  based  on  figures  supplied 
by  the  Electric  Council  of  New  England.    Absent  figures  for 
telephone  and  telegraph,  gas  and  water  usage,  estimates  are  based 
on  the  percentage  of  consumer  usage  of  electricity  (40.2%).  If 
taxation  of  energy  and  telephones  by  type  of  consumer  is  to  be 
given  consideration,  then  more  precise  estimates  should  be 
developed. 
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of  total  state  and  local  tax  liabilities.^    Extending  the  base  to 
necessities  would  increase  total  tax  liability  of  the  poor 
significantly. 

Food  is  the  largest  item  in  this  category.^    Twenty-nine  of 
the  45  states  with  sales  tax  exempt  food  (none  of  the  New 
England,  Mideastern  or  Great  Lakes  states  tax  food) ,  and  seven 
states  which  do  not  exempt  food  offer  a  sales  tax  credit  to  low 
income  households.    To  extend  the  sales  tax  to  food  would  be 
highly  regressive. 

The  second  largest  item  in  this  category  is  the  exemption  of 
clothing  purchases  less  than  $175.     Of  the  45  states  with  a  sales 
tax,  only  five  other  states  exempt  clothing  purchases  and  two  of 
those  states  restrict  the  exemption  (Rhode  Island  taxes  sports 
clothes,  while  Connecticut  exempts  clothing  less  than  $75) .  The 
TEB  incidence  analysis  and  estimates  by  Andrew  Reschovsky,  et. 
al.  suggest  that  a  sales  tax  on  clothing  in  Massachusetts  would 
be  somewhat  regressive. Other  studies  claim  that  a  general  tax 
on  clothing  is  progressive  as  higher  income  households  buy  more 
articles  of  clothing  as  well  as  more  expensive  clothing  than 
lower  income  households. 

Most  estimates  on  the  progressivity  of  clothing  are 
calculated  from  the  US  Department  of  Labor's  Consumer  Expenditure 
Survey  Series  which  does  not  disaggregate  purchases  by  cost. 

^    Andrew  Reschovsky  and  Howard  Chernick.  1987.  "The 
Taxation  of  the  Poor."    Mimeo.  Table  1. 

9    The  "food"  exemption  includes  items  not  generally 
considered  to  be  either  food  or  a  basic  necessity  because  of  the 
wording  of  the  statute;  for  example,  DOR  has  determined  that  the 
statute  requires  that  "Tic-Tac"  breath  mints  be  exempt  from 
taxation.  L.R.  79-24. 

Reschovsky,  et.  al.,  op.  cit.    p.  44-45. 

Jeffrey  M.  Schaefer,  Sept.  1969.  "Clothing  Exemptions 
and  Sales  Tax  Regressivity, "    American  Economic  Review    Vol.  59. 
pp.  596-599;  and  Edgar  K.  Browning  and  William  R.  Johnson,  1979. 
The  Distribution  of  the  Tax  Burden.  American  Enterprise  System. 
Table  1,  p.  23. 
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Therefore,  the  progressivity  of  the  current  $175  exemption  or  any 
other  level  of  exemption  is  very  difficult  to  determine 
accurately.     It  is  likely  that  changing  the  exemption  from  $175 
to  a  lower  dollar  amount  that  still  represents  a  relatively  high 
clothing  expenditure  (e.g.,  $125  or  $100)  might  not  add  to  the 
sales  tax's  regressivity.     Substituting  the  current  $175 
exemption  with  an  exemption  which  is  based  on  the  particular  type 
of  clothing  purchased  (e.g.  children's  clothing)  would  create 
administrative  difficulties  and  would  not  target  sales  tax 
exemptions  based  on  need. 

The  third  largest  grouping  in  the  basic  necessity  category 
is  the  exemption  for  heating  fuel  and  the  fourth  largest 
exemption  is  for  electricity  usage.    More  than  two-thirds  of  the 
45  states  with  sales  tax  exempt  electricity,  gas,  and  other 
heating  fuels  for  residential  users. ^he  next  largest 
expenditure  is  for  telephone  and  telegraph  expenditures.  While 
telephone  service  is  generally  considered  to  be  a  necessity,  an 
alternative  to  the  current  exemption  might  be  to  tax  toll  calls. 
Estimates  by  Reschovsky,  et.  al.  indicate  that  taxing  toll  calls 
would  be  mildly  regressive. 


12    Due  and  Mikesell,  op.  cit.     p.  69. 

Reschovsky,  et.  al.  op.  cit.  p.  44-45. 
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B.  Business  Inputs 

Expenditures  for  business  inputs  account  for  $476.8  million 
or  11%  of  all  sales  tax  expenditures. 

Est. 

Budget  Amount 
Nuirber       Tax  Experyl) ture*  ($  million) 


98  Exemption  for  Electricity  99.2 

131  Exemption  for  Telephone  and  Telegraph  42.9 

100  Exemption  for  Gas  42.1 

101  Exemption  for  Water  12.7 

102  Exemption  for  Steam  N.A. 


114  Exemption  for  Materials,  Tools,  Fuels,  and  Machinery  Used  in  Manufacturing  108.0 

117  Exemption  for  Materials,  Tools,  Fuels  and  Machinery  Used  Furnishing  Power  to  Consumers  110.3 

118  Exemption  for  Materials,  Tools,  Fuels  and  Machinery  Used  in  Newspaper  Printing  8.2 

119  Exemption  for  Materials,  Toots,  Fuels  and  Machinery  Used  in  Commercial  Radio  end  TV  Broadcasting  5.3 

126  Exemption  for  Materials,  Tools,  Fuels  and  Machinery  Used  in  Agricultural  Production  4.4 

127  Exemption  for  Materials,  Tools,  Fuels  and  Machinery  Used  in  Comnercial  Fishing  2.6 
lis  Exemption  for  Materials,  Tools,  Fuels,  and  Machinery  Used  in  Furnishing  Power  to  Ind.  Nanu.  Plant  2.1 
116  Exemption  for  Materials,  Tools,  Fuels  and  Machinery  Used  in  Research  and  Development  N.A. 
123  Exemption  for  Cement  Mixers  N.A. 


124  Exemption  for  Feed  3.1 

125  Exemption  for  Fertilizers,  Insecticides  and  Fungicides  N.A. 


120  Exemption  for  Fuels,  Supplies  and  Repairs  for  Vessels  Engaged  in  Interstate  or  Foreign  Cotmerce  0.6 
129  Exemption  for  Vessels  or  Barges  of  50  Tons  or  Over  N.A. 
128        Exemption  for  Comnercial  Fishing  Vessels  N.A. 


135  Exemption  for  Containers  40.6 

136  Exemption  for  Rental  Charges  for  Refuse  containers  N.A. 


122  Exemption  for  Certain  Items  Used  in  the  Manufacturing  of  Cast  Metal  Products  N.A. 
121        Exemption  for  Certain  Sales  by  Typographers,  Compositors,  and  Color  Separators  N.A. 


•Estimates  listed  for  98,  131,  100.  and  101  are  not  derived  directly 
from  the  Tax  Expenditure  Budget.  See  footnote  7  for  explanation. 

For  purposes  of  this  discussion,  business  inputs  are  defined 
as  items  purchased  by  a  business  for  use  in  the  operation  of  the 
business  or  in  the  production  of  a  good  or  service.     For  example, 
office  furniture  is  a  business  input  used  in  the  general 
operation  of  a  business,  and  lumber  is  a  business  input  used  in 
the  production  of  paper. 
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In  the  purest  sense,  if  any  cost  of  production  is  taxed 
distortion  of  economic  activity  and  production  decisions  will 
occur.    Thus,  economists  often  argue  that  theoretically  a  sales 
tax  should  not  apply  to  business  transactions. •'■^    In  reality,  all 
states  with  a  broad  based  sales  tax  do  tax  some  portion  of 
business  purchases.    Massachusetts  revenues  from  the  taxation  of 
business  inputs  amount  to  approximately  17%  of  total  sales  tax 
revenues. This  is  somewhat  below  the  Advisory  Commission  on 
Intergovernmental  Relations'  1981  estimate  that  business  paid  an 
estimated  23%  of  the  sales  tax  collected  in  the  average  state. 

A  major  issue  in  the  application  of  a  sales  tax  is 
identifying  the  final  consumer  of  the  good  so  as  to  avoid  the 
problem  of  "pyramiding."    Pyramiding  refers  to  the  practice  of 
taxing  intermediary  goods,  or  services,  which  become  part  of 
other  goods  or  services  which  are  also  taxed,  resulting  in  a 
pyramid  affect.     Some  pyramiding  is  inevitable  with  a  broad  based 
sales  tax.     Short  of  switching  to  a  VAT,  the  goal  then  is  to 
limit  the  opportunity  for  pyramiding  in  a  consistent,  even-handed 
manner . 

In  attempting  to  limit  double  taxation,  states  have 
generally  made  distinctions  based  on  whether  the  business  or  the 
purchaser  of  the  final  good  is  the  consumer  of  the  good  in 
question.     Sales  tax  experts  John  Due  and  John  Mikesell  find  that 
states  generally  differentiate  between  inputs  purchased  for  the 
operation  of  the  business  (e.g.  office  furniture)  and  those  which 
are  "passed  on"  to  the  final  purchaser  through  the  good  or 


■^^    John  L.  Mikesell,  "General  Sales  Tax,"  Reforming  State 
Tax  Systems.  National  Conference  of  State  Legislatures,  1986. 

This  figure  was  calculated  from  estimates  of  taxable 
inputs  provided  by  DOR  which  were  derived  from  data  obtained  from 
the  U.S.  Department  of  Commerce,  Bureau  of  Economic  Analysis. 

William  F.  Fox  and  Matthew  Murray,  "Economic  Aspects  of 
Taxing  Services,"  National  Tax  Journal.  March  1988  (forthcoming), 
p.  18 . 
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service  being  produced  (e.g.  wood  as  an  input  in  the  production 
of  paper) .    Most  states,  including  Massachusetts,  generally  adopt 
this  distinction  by  taxing  the  first  kind  of  inputs  and  exempting 
the  second  kind  of  inputs. 

Specifically,  the  Massachusetts  General  Laws  exempt  from  the 
sales  tax  inputs  that  "become  an  ingredient  or  component  part  of 
the  tangible  property  to  be  sold  or  which  are  consumed  and  used 
directly  and  exclusively"  in  production  (M.G.L.,  chapter  64H,  §§ 
6(r)  and  6(s)).      This  is  a  somewhat  broader  interpretation  of 
the  distinction  identified  by  Due  and  Mikesell  in  that  the  M.G.L. 
exempts  those  inputs  that  are  completely  exhausted,  not  merely 
passed  on,  in  production  (e.g.,  catalysts  or  fuels  used  in 
production  but  not  embodied  in  the  final  product) . 

The  taxation  of  some  inputs  does  not  raise  double  taxation 
issues  because  the  final  good  or  service  is  not  taxed.  For 
example,  the  taxation  of  equipment  used  by  a  dry  cleaner  to  press 
clothes  does  not  raise  double  taxation  issues  because  dry 
cleaning  services  are  not  taxed.     There  may,  however,  be  reasons 
other  than  double  taxation  to  exempt  such  inputs. 

With  respect  to  the  taxation  of  inputs,  the  following 
diagram  illustrates  the  generally  followed  practice. 


FIGURE  1     ANALYSIS  OF  TAXATION  OF  INPUTS 


1)     Is  input  an  ingredient  and  component 
part  of  the  good  produced? 


2) 


YES 

 i|/  

Is  the  good  that  the  firm  produces 
taxable? 


YES 


Taxing  input  would 
be  inconsistent  with 
state  practice. 


\1/ 
■>  NO 


Taxing  input 
is  generally 
consistent  with 
state  practice. 
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Another  issue  associated  with  the  taxation  of  business 
inputs  is  how  does  taxing  the  cost  of  doing  business  affect  the 
price  of  final  goods  and/or  investment  decisions.  Economists 
generally  assume  that  businesses  do  shift  the  burden  of  taxation 
of  inputs  onto  consumers.     It  is  difficult,  however,  to 
empirically  test  this  assumption.     In  general,  the  ability  of 
corporations  to  shift  the  burden  of  taxation  depends  on  a  variety 
of  factors.    To  the  extent  that  the  business  taxation  burden  is 
passed  on  to  consumers,  a  significant  portion  of  the  burden  will 
be  exported  to  nonresidents. 

As  to  the  impact  on  investment  decisions,  Stephen  Brooks,  in 
his  study  for  this  Commission,  assumed  for  purposes  of  his 
analysis  that  business  bears  the  entire  burden  of  the  tax  and 
estimated  that  taxing  inputs  reduces  rates  of  return  very 
slightly.    The  decrease  in  the  rates  of  return  were  highest  for 
capital  intensive  industry  which,  in  fact,  are  often  able  to 
shift  the  burden  of  taxation  onto  consumers  or  workers, 
indicating  that  the  impact  on  businesses  might  be  more  limited. 

The  issues  surrounding  the  sales  taxation  of  inputs  are 
complicated  and,  coupled  with  a  very  loosely  and  poorly-worded 
statute,  leave  considerable  room  for  broad  interpretations. 
Administrative  rulings,  court  decisions  and  legislative 
amendments  which  have  come  about  since  the  inception  of  the  tax 
have  sometimes  resulted  in  inconsistencies  and  deviations  from 
the  standards  discussed  above.    Unless  Massachusetts  is  prepared 


Brooks  estimated  the  change  in  rates  of  return  due  to 
the  taxation  of  inputs  in  Illinois,  where  the  tax  on  inputs  is 
1.25%  and  in  California,  where  the  sales  tax  rate  on  inputs  is 
6%.    He  found  that  for  Illinois  there  was  no  effect  in  the 
apparel  industry  and  a  0.1  percentage  point  decrease  in  the 
fabricated  metals  industry.     For  California  the  decrease  was  0.1 
and  0.3  percentage  points  for  apparel  and  fabricated  metals, 
respectively.  The  average  rate  of  return  in  fabricated  metals  is 
16.5%  and  in  apparel  is  14.9%.    Stephen  Brooks,  et.  al.  1986.  The 
Competitiveness  of  the  Massachusetts  Tax  System.    The  Eighth 
Interim  Report  of  the  Massachusetts  Special  Commission  on  Tax 
Reform.     House  Number  5148. 
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to  lose  a  substantial  amount  of  revenue  now  realized  from  the 
taxation  of  some  business  purchases,  the  taxation  of  inputs  which 
are  not  directly  passed  on  through  the  final  product  is  likely 
to  continue.    Assuming  the  basic  distinctions  created  by 
Massachusetts  law  and  generally  followed  elsewhere  will  be 
maintained,  what  follows  is  a  more  specific  review  of  the 
practice  with  respect  to  business  inputs  taxation  to  determine 
whether  and  to  what  extent  deviations  and  inconsistencies  exist 
within  Massachusetts  law.     This  analysis  is  directed  at  improving 
the  equity  of  the  tax  by  insuring  an  even  application  of  the 
policy  distinctions  across  the  business  sector. 

Expenditures  for  Commercial  and  Industrial  Energy  Usage  (TEB  #'s 
98.   100.   101.  and  102)^^ 

Massachusetts  exempts  all  energy  usage  from  sales  taxation, 
including  commercial  and  industrial  use  of  energy.  Nineteen 
other  states  exempt  industrial  energy  use  from  sales  taxation. 
Two  of  the  six  "industrial"  states  (New  York  and  Illinois)  and 
two  of  the  five  New  England  states  (Maine  and  Vermont)  tax  the 
industrial  use  of  energy.    Nationally,  of  those  states  that  do 
tax  commercial  and  industrial  use  of  energy,  three  tax  at  a  lower 
rate,  and  one  (Kentucky)  exempts  fuels  for  firms  for  which  fuel 
costs  are  more  than  3%  of  total  production  costs.    An  interstate 
comparison  of  sales  taxation  of  industrial  fuels  and  electricity 
is  included  as  Appendix  B. 

As  with  inputs  generally,  industrial  and  commercial  use  of 
energy  can  be  broken  down  into  two  categories  of  usage.  The 
first  category  includes  energy  used  for  business  operations 
(e.g.,  electricity  used  to  light  the  business  office).  The 
second  category  includes  energy  used  in  the  actual  production 


^®    We  have  separately  estimated  exempt  sources  of  energy 
consumed  by  business  versus  those  consumed  by  residential 
consumers — the  TEB  does  not  break  down  the  revenue  estimate  for 
this  exemption  by  type  of  use.     Estimates  for  these  items  should 
not  be  considered  definitive. 
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process  (e.g.,  electricity  used  to  run  a  paper  press).  Taxation 
of  the  first  type  of  usage  would  be  consistent  with  the  standards 
discussed  above.     Tax  analysts  do  not  agree  on  whether  the  second 
kind  of  usage  should  be  considered  a  taxable  input.    At  issue  is 
whether  energy  used  in  the  production  process  is  considered  to  be 
an  "ingredient  or  component  part"  of  production  (generally  not 
taxable)  or  an  input  consumed  by  the  manufacturer  (generally 
taxable) .    Regardless  of  the  outcome  of  this  controversy,  energy 
used  by  a  business  to  produce  a  tax-exempt  product  can  be  taxed 
without  the  risk  of  double  taxation. 

By  exempting  all  commercial  and  industrial  energy  usage, 
current  Massachusetts  policy  does  not  make  these  distinctions. 

FIGURE  2 

Taxation  of  Commercial  and  Industrial  Energy  Usage 
by  Type  of  Consumption 

Sales  Tax  Massachusetts 
Example  Principles  Policy 


lighting  the 

business  office  taxable 

running  dry 
cleaning 

equipment  taxable 


Energy  used  for 
business  operations 

Energy  used  to  produce 
a  service  or  tax- 
exempt  good 

Energy  used  to  produce 
a  taxable  good 


running  a 
paper  press 


not  taxed 

not  taxed 
possibly 

not  taxable*      not  taxed 


* Depends  on  whether  energy  consumed  in  production  is  considered  a  tax- 
exempt  input. 

Practically  speaking,  it  is  difficult  to  meter  and  exempt 
one  kind  of  energy  usage.    By  its  current  rules,  the  Commonwealth 
insures  that  energy  used  in  the  production  process  is  exempt  but 
forgoes  taxation  of  what  otherwise  might  be  considered  a  taxable 
input.     Options  include  taxing  all  commercial  and  industrial  use 
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of  fuel  either  at  5%  or  at  a  lower  rate.    Alternatively,  to  avoid 
a  disparate  impact  on  high  energy  users  and  to  generally  avoid 
taxing  fuels  used  in  the  production  of  goods,  another  option 
would  be  to  tax  all  commercial  and  industrial  use  of  energy  but 
to  exempt  consumption  that  is  in  excess  of  a  certain  percentage 
of  total  production  costs.    As  with  taxation  of  inputs, 
generally,  taxation  of  commercial  and  industrial  use  of  fuel 
might  affect  investment  decisions,  although  it  is  difficult  to 
predict  the  impact  with  any  precision.    An  additional 
consideration  is  that  taxation  of  energy  usage  may  serve  energy 
conservation  goals. 

Telephone  and  telegraph  for  commercial  and  industrial  users. 

Commercial  and  industrial  telephone  and  telegraph  usage  is 
related  to  general  business  operations  and  not  to  the  actual 
production  of  a  good.    As  such,  it  is  a  taxable  input  according 
to  the  standards  discussed  above.    To  be  consistent  with  general 
Massachusetts  sales  taxation  practice,  taxation  of  these  items 
should  be  considered. 

Cement  mixers  and  material,  tools,  fuels  and  machinery  purchased 
by  firms  who  produce  certain  goods  (TEB  #s  123.  114.  117.  118. 
119.   126.   127.  115.  and  116). 

M.G.L.  chapter  64H,  §§  6(r)  and  6(s)  specify  these 
exemptions.-'-^    The  exemption  for  cement  mixers  is  separately 


Industrial  machinery  is  a  major  item  included  in  these 
exemptions.     Four  states  fully  tax  industrial  machinery,  three 
subject  it  to  a  lower  rate,  and  ten  limit  the  exemption  to  "new 
and  expanded"  equipment  in  selected  industries.    Nineteen  states 
— including  Massachusetts,  the  New  England  states  and  the 
industrial  states — fully  exempt  industrial  machinery.  See 
Appendix  B  for  an  interstate  comparison. 
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provided  for  under  chapter  64H  §  6(y).20    Taxing  materials, 
tools,  fuels  and  machinery  used  in  manufacturing  will  almost 
always  result  in  double  taxation  and  thus  is  properly  exempted 
from  taxation  (expenditure  #  114)  .  The  exemption  provided  for  by 
expenditure  #115 — machinery,  tools  and  fuels  used  in  furnishing 
power  to  industrial  manufacturers — prevents  double  taxation  in  a 
subset  of  cases,  i.e.  when  the  firm  furnishes  power  to  an 
industrial  manufacturer  which  sells  taxable  goods.  The 
exemption  for  the  mixer  units  of  cement  mixers  (TEB  #  123)  also 
precludes  double  taxation  if  the  unit  is  properly  considered  a 
piece  of  machinery  (i.e.,  a  factory  on  wheels)  as  opposed  to  a 
delivery  truck. 

The  exemption  for  inputs  used  in  research  and  development 
(TEB  #  116)  could  be  understood  as  an  attempt  to  encourage 
research  in  the  state.      The  others  (TEB  #s  117,  118,  119,  126, 
and  127)  represent  "double  exemptions,"  (i.e.,  the  intermediary 
good  as  well  as  the  final  product  is  exempt) .    Since  the  issue  of 
double  taxation  does  not  arise,  these  exemptions  should  be 
evaluated  with  respect  to  other  standards  such  as  equity  and 
avoidance  of  economic  distortions.  The  rationale  for  exempting 
the  inputs  used  in  power  production  for  consumers  and  to  produce 
food  (TEB  #'s  117  and  126)  is  the  same  concern  for  equity  which 
prompts  the  exemption  of  basic  necessities.    The  exemption  for 
inputs  used  in  commercial  fishing  (TEB  #  127)  is  likely  to  be 
based  on  an  interest  to  encourage  the  growth  of  the  industry, 
since  much  of  the  output  of  the  commercial  fishing  industry  is 
exported  out-of-state. 

The  exemptions  for  inputs  used  in  newspaper  printing  and 
commercial  radio  and  television  broadcasting  (TEB  #'s  118  and 
119)  do  not  seem  to  fit  either  the  double  taxation,  the  basic 


20    Prior  to  the  enactment  of  §  6(y),  the  SJC  interpreted  §§ 
6(r)  and  6(s)  to  cover  cement  mixers  and  their  chassis 
(Wakefield  Ready-Mixed  Concrete  Co. .  Inc.  v.  State  Tax 
Commission.  356  Mass  8  (1969)).    Apparently  chapter  64H  §  6(y) 
which  was  enacted  in  1971  and  which  exempts  the  mixer  unit  but 
not  the  chassis  was  the  legislative  response  to  this  holding. 
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necessity  or  the  distortion  criteria.     Careful  consideratior  of 
these  expenditures  would  therefore  be  in  order. 

Exemption  for  feed,  fertilizers,  insecticides,  and  fungicides 
(TEB  #  124  and  125) 

The  provisions  of  M.G.L.  chapter  64H,  §  6(p)(l)  and  (2) 
exempt  certain  inputs  used  in  the  production  of  food,  presumably 
to  avoid  increasing  the  price  of  foodstuffs. 

It  should  be  noted,  however,  that  this  provision  of  the 
statute  also  exempts  the  sale  of  feed  used  for  raising  fur- 
bearing  animals  whose  pelts  are  then  sold.     Clearly,  in  this 
case,  concern  over  the  price  of  the  final  good  and 
equity/progress ivity  is  not  applicable. 

Exemption  for  fuels,  supplies  and  repairs  for  vessels  engaged  in 
interstate  commerce;    vessels  of  50  ton  burden  or  over;  and 
commercial  fishing  vessels.   (TEB  #s  120.  129.  128) 

M.G.L.  chapter  64H,  §  6(o)  exempts  the  above  items.  The 
question  first  arises,  are  these  properly  considered  tax-exempt 
inputs?    A  vessel  used  for  commerce  is  similar  to  a  delivery 
truck  or  the  chassis  of  the  cement  mixer  which  are  subject  to 
sales  tax.  Concern  for  consistency  and  equity  would  suggest  that 
these  types  of  vessels  are  taxable. 

A  vessel  used  directly  for  fishing  would  be  analogous  to  a 
cement  mixer  unit — "a  factory  on  water" — and  as  such  might  be 
interpreted  as  a  tax-exempt  input.  Even  if  commercial  fishing 
vessels  are  tax-exempt  inputs,  since  fish — the  final  product — is 
also  exempt  from  the  sales  tax,  exemptions  of  commercial  fishing 
vessels  give  rise  to  a  "double  exemption."    Presumably,  the 
rationale  for  the  exemption  is  to  encourage  the  development  of 
the  industry  within  the  state. 

In  the  original  (and  existing)  statute,  vessels  of  50  ton 
burden  or  over  which  were  produced  in  Massachusetts  were  exempt, 
presumably  to  encourage  an  indigenous  shipbuilding  industry. 
However,  the  S.J.C.  disallowed  the  preferential  treatment,  making 
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what  was  likely  the  major  basis  for  exempting  such  vessels  no 
longer  valid. 21    Reconsideration  of  this  exemption  would 
therefore  be  in  order. 

The  exemption  for  fuels,  supplies,  and  repairs  for  vessels 
engaged  in  interstate  or  foreign  commerce,  is  presumably  to 
encourage  the  sale  by  Massachusetts  vendors  of  vessels  engaged  in 
interstate  and  international  commerce.    There  is  no  evidence  to 
determine  whether  this  tax  expenditure  serves  its  intended 
purpose. 

Containers,  and  rental  charges  for  refuse  containers  (TEB  #s  135 
and  136) 

M.G.L.  chapter  64H  §  6(q)  exempts  (1)  all  empty  containers 
sold  to  persons  who  fill  the  containers  and  sell  the  contents, 
(2)  all  containers  sold  with  sales  tax-exempt  contents,  and  (3) 
returnable  containers  sold  with  the  contents  or  resold  for 
refilling. 

Due  and  Mikesell  provide  some  rules  of  thumb  for  the 
taxation  of  containers. ^2    Massachusetts'  treatment  of  containers 
conforms  with  their  analysis  except  in  one  instance. 
Massachusetts  exempts  returnable  containers:  Due  and  Mikesell 
suggest  that  the  entity  that  uses  and  reuses  the  container  (e.g., 
a  soda  bottler)  should  be  considered  the  final  consumer  of  the 
good  and  hence  should  pay  the  sales  tax. 

M.G.L.  chapter  64H  §  6(ii)  exempts  the  rental  charges  for 
refuse  containers.    Both  Due  and  Mikesell  and  M.G.L.  chapter  64H 
§  6(q)  suggest  that  exempting  sales  and  rentals  of  returnable 
containers  with  contents  represents  sound  tax  policy.  However, 
in  the  case  of  refuse  containers,  they  are  rented  without  their 
contents  (hopefully) .    As  such  they  do  not  fit  the  "container 
criteria,"  and  should  be  taxed  unless  there  is  another  policy 

21  Boston  Tow  Boat  Co.  v.  State  Tax  Commission  366  Mass. 
474  (1974). 

22  Due  and  Mikesell,  op.  cit.  pp.  54-55. 
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basis  for  the  exemption. 

Another  issue  concerning  the  exemption  of  containers  relates 
to  the  environmental  problems  and  substantial  local  costs 
associated  with  non-recycled  and  non-degradable  containers.  Tax 
policy — particularly  tax  expenditures — are  often  applied  to 
encourage  specific  activities,  i.e.  as  economic  incentives. 
Taxing  all  non-degradable  containers  to  discourage  their 
excessive  use  and/or  to  fund  their  disposal  might  represent  sound 
public  policy.    However,  since  the  sales  tax  would  only  apply  to 
containers  purchased  by  Massachusetts  packagers,  the  extent  to 
which  a  sales  tax  on  non-degradable  containers  would  discourage 
their  use  is  questionable. 

Miscellaneous  input  expenditures;  Exemption  for  certain  items 
used  in  the  manufacturing  of  cast  metal  productions  and  exemption 
for  certain  sales  bv  typographers,  compositors,  and  color 
separators  (TEB  #'s  122  and  121) 

These  two  exemptions  were  enacted  in  1979,  primarily  because 
they  were  not  considered  as  ingredient  or  componert  inputs  used 
"in  the  manufacture  of  tangible  property  to  be  sold"  as  specified 
under  §§  6(r),  and  6(s).  In  the  case  of    sales  by  typographers, 
compositors  and  color  separators,  the  legislation  was  a  reaction 
to  a  decision  of  the  SJC  which  held  that  such  sales  were  not 
exempt  machinery,  parts,  etc.  under  subsections  6(r)  and  (s)  and 
were  not  otherwise  exempt  (Houghton  Mifflin  Co.  v.  State  Tax 
Commission.  373  Mass  772  (1977)). 

These  exemptions  appear  to  be  broader  than  the  current 
business  input  exemptions  and  not  otherwise  justified. 
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C.  Services 

The  exemption  of  services  is  valued  by  the  TEB  to  be 
$1,161.7  million  accounting  for  26.5%  of  sales  tax 
expenditures . ^  3 

•UTtjer       Ta«  Expenditure 


130        Excnption  of  Services  }  161.7 

Easiness  Services:  200.0 

Accounting,  Auditing  and  Bookkeeping        -  30.5 

Advertising  15.1 
ArcM  tcctural/Engineering 

CoTCuter  and  Data  Processing  33.6 

Credit  Reporting  and  Collection  4.6 

Public  Relations,  Managetnent  and  Consulting  51.4 

Services  to  Buildings  16.5 

Pe'sonal  Services:  72.3 

Bsauty/Barber  Shops  16.1 

Electrical  Recair  7.8 

Other  Repair  Shops  13.8 

Fjneral  and  Cre«natories  8.6 

Laund'y,  Cleaning  and  Garment  22.5 

Photographic  Studios  3.5 

Automobile  Services:  50.1 

Auto  Repair/Parking  46.6 

t<i scet  laneous  Services  (Except  Repair)  3.S 

f'ofcssional  Services:  794.8 

rcaith  Services  (Physicians  and  Dentists)  157.3 

Hospitals  417.3 

Legal  Services  75.6 

Nursing  Home  Care  81.9 

Other  Medical  Services  62.7 

f "tcrtai nrwnt  and  Sports  44.5 


When  states  adopted  sales  taxes,  services  were  often 
excluded  for  reasons  of  simplicity  and  because  it  was  believed 
that  a  tax  on  services  would  be  shifted  onto  labor. This 
concern  has  little  economic  basis.  Shifting  the  burden  of  sales 
tax  onto  labor  is  just  as  much  a  possibility  with  tangible 


Est. 
Anwunt 
(S  mi  1 1  ion) 


^•^  Many  services  such  as  temporary  services,  building 
security  services,  detective  services,  and  financial  services  are 
not  currently  included  in  the  TEB  estimates. 

24  Due  and  Mikesell,  op.  cit.  p.  83. 
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personal  property.     In  the  case  of  services,  the  connection 
between  the  tax  and  labor  appears  more  obvious.  When  consumers 
buy  a  service  they  often  see  the  person  providing  the  service. 
However,  when  consumers  purchase  goods  they  rarely  see  the 
person (s)  who  actually  produced  the  good.     Economic  theory 
suggests  that  a  tax  is  more  easily  shifted  onto  labor  when  the 
demand  for  that  labor  is  fairly  elastic.    There  are  no  economic 
reasons  to  suggest  that,  at  least  on  the  aggregate  level,  the 
elasticity  of  demand  for  service  labor  is  any  different  than  that 
for  manufacturing  labor.     Services  are  provided  by  a  diverse 
range  of  people  with  varying  degree  of  skills  and  availability 
(i.e.  the  determinants  of  elasticity  of  demand). 

Although  "services"  are  exempt  from  Massachusetts  sales  tax, 
many  services  are  indirectly  taxed  because  they  are  considered  an 
integral  part  of  a  sale  of  a  tangible  good  [see  MGL,  ch.  64H, 
section  1(14);  Houghton  Mifflin  Co.,  v.  State  Tax  Commission.  373 
Mass.  772,  775  (1977).]    So,  for  example,  the  services  of  a 
professional  photographer  who  sells  photographs  to  a  manufacturer 
for  use  in  producing  brochures,  the  printing  of  business 
stationery,  and  the  painting  of  a  business  sign  are  services 
currently  subject  to  the  sales  tax  (LR  83-20,  85-13  and  82-83) . 

Twenty-two  of  the  45  states  with  a  sales  tax  do  tax  some 
services.     Table  1  on  the  next  page  summarizes  the  tax  treatment 
of  some  services  (see  Appendix  C  for  a  more  comprehensive  list) . 
In  the  Northeast  Corridor,  Connecticut  taxes  some  services,  while 
New  York,  New  Jersey,  and  the  District  of  Columbia  have 
"substantial"  service  taxation. 

In  1987,  at  least  eight  states  proposed  to  expand  their 
sales  tax  base  to  include  services. 25    The  state  of  Florida  began 
taxing  virtually  all  services  in  July  1987,  in  order  to  enhance 
revenues.    The  tax  on  services  was  repealed  on  December  10,  1987, 
and  replaced  by  a  1%  increase  in  the  sales  tax  rate.    The  repeal 

25  corina  L.  Eckl.  State  Deficit  Management  Strategies. 
National  Conference  of  State  Legislatures  Legislative  Finance 
Paper  #  60.     November  1987. 
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TABLE  1 


Tax  Trsattnrnt  Of  Services 

Business    Personal      Repair      Professional  Entertainment 

NEW  r.NCLAND   -    

Connecticut     *•*•  *••* 

Maine  ••«• 

Massachusetts 

New  Hampshire 

Fthoda  Island 

Vermont 

MIDEAST  

Dolawara 
Maryland 

New  Jersey  •**• 

New  York  *•** 
Pennsylvania  •••• 

D,C.  •*** 

GREAT  LAKES  .  

Illinois 
Indiana 
Michigan 
Ohio 

Wisconsin  ♦  ••••  *•** 

PLAINS  —  

Xowa  ****           ***•            *•*«  ***• 

Kansas  ♦  **•• 

Minnesota  •*** 

Missouri  **•• 
Nebraska 

N.  Dakota  •*•• 

S.  Dakota  •**•                           ****         •***  •*** 

SOUTHEAST  —  

Alabaaa 

Arkansas  ••**  •**• 

riorida  ••••  •*** 
Georgia 

Kentucky  •*** 

Louisiana  **••  ***• 

Mississippi  ♦             **••  ••** 

N.  Carolina  +  **** 

S.  Carolina  ♦  *•** 

Tennessee  ♦             *•**  *•** 
Virginia 

W.  Virginia    »***  ♦**• 

SOUTHWEST  —  — — —  

Arizona  **** 
New  Mexico  ♦•**  ***•         **•*  ***• 

Oklahoaa  •**• 

Texas  •***  **•• 

ROCKY  KTS  — — —  .  —  

Colorado 

Idaho  **** 
Montana 

Utah  ♦  *•»» 

Wyoming  ••*• 

FAR  WEST  

California 

Nevada  **** 

Oregon 

Washington      ••*•  ••••         ••••  *«•• 

Alaska 

Hawaii  <•**  •*•*  ••••  ***• 


NOTE  ♦         Laundry  and  Dry  Cleaning  Only 

Significant  Tax  Within  Service  Category 

Source:     Due  and  Mikescll,  Sales  Taxation,  pp. 87-91 
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of  Florida's  extension  of  its  sales  tax  to  services  will  no 
doubt  discourage  other  states  from  proceeding  or,  at  least,  from 
approaching  taxation  of  services  so  broadly. 

There  are  two  ways  to  consider  expanding  the  sales  tax  base 
to  services.  One  way,  adopting  the  philosophy  of  federal  income 
tax  reform,  would  be  revenue  neutral  by  coupling  a  base  expansion 
with  a  rate  reduction.  Table  2  depicts  the  degree  to  which  sales 
tax  rates  could  decrease  if  the  base  were  expanded  using  FY88  TEB 
estimates  of  the  revenue  realized  by  taxing  certain  categories  of 
services. 

Table  2 

Impact  of  Base  Expansion  on  Sales  Tax  Rates 
Base  Expansion  Possible  Rate  Reduction 

Personal  Services,  Entertainment 

and  Sports,  and  Automobile  Repair  4.45*  4.60** 

Business  and  Legal  Services  4.15  4.40 

Business  and  Legal  Services  and 

Entertainment  and  Sports  4.04  4.32 

Business  and  Legal  Services, 
Personal  Services,  and 

Entertainment  and  Sports  3.87  4.19 

Business  and  Legal  Services, 

Personal  Services,  Entertainment 

and  Sports,  and  Automobile  Repair  3.77  4.10 

*      These  rates  would  apply  to  "regular"  sales  and  use 
transactions,  leaving  the  tax  on  meals  and  motor  vehicles  at  5%. 

**    These  rates  would  apply  if  the  rate  on  meals  and  motor 
vehicles,  as  well  as  regular  sales  and  use  transactions,  were 
reduced. 


A  second  approach,  would  be  to  expand  the  base  without  a 
corresponding  decrease  in  the  tax  rate  in  order  to  increase 
revenues.     If  revenue  enhancement  is  the  goal,  this  approach 
should  be  compared  to  a  rate  increase  on  the  current  sales  tax 
base.  The  discussion  below  considers  the  implications  associated 
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with  base  expansion  to  services  with  and  without  a  corresponding 
rate  reduction  and  compares  strategies  of  raising  revenue  through 
a  base  expansion  with  a  rate  increase.    Table  3  summarizes  the 
analysis  that  follows. 

TABLE  3 

Comparison  of  Three  Sales  Tax  Reforms 

tit*    Conttant  Rite  Increate 

Raa*   Expansion  Bate  Conitant 


Rat*  Reduction 
Tax    Principle  Base  Expansion 


Stability  and 
Uniforafty 


Equity 


Eeeneaic  Decisions 


Adainistration 


lapreves  both 


Depends    en   degree  of 
regressivity   of  bste 
expansion    relative  to 
current    base    and  extent 
of    rate  reduction 

Reduces    price  dis- 
tortions.   Bay  creete 
SOB*    border  probteas, 
dissiailar    affects  on 
sasll    vs.    large  firas 


Ineresse    nuaber  of 
vendors  end 
adainistrative  costs 


laproves  both 


Depends   en  degree 
of    regressivity  of 
base  expansion 
relative    to  current 
bass 

Reduces  relative 
price   distortions,  asy 
create    seae  border 
prebleas,  dissiailar 
affects   on   sasll  vs. 
I s  rge  firas 

Increases    nuaber  of 
vendors  and 
adainistrative  costs 


no    affect    on  stability 
exacerbates    tack  of 
of    unifora    treataent  of 
goods    vs.  services 

Regressivity  would 
increase 


Incresses    relative  and 
absolute  price 
distortions,  increases 
current   border  probleas 


Nay   reduce  eoapliance 


Uniformity  and  Stability 

Expanding  the  base  to  services,  with  or  without  a  rate 
reduction  would  enhance  both  the  uniformity  and  the  stability  of 
the  sales  tax  structure.     Services  are  an  important  and  growing 
component  of  consumer  expenditures. ^ 6    Equitable  treatment  of 
suppliers  of  goods  versus  services  would  suggest  taxing  both — 
when  standards  of  sales  taxation  are  applied  uniformly. 


2°    The  Federal  Reserve  Bank  of  Boston  recently  published 
figures  on  gross  state  product  for  the  New  England  states. 
(Gross  state  product  is  analogous  to  the  Gross  National  Product 
(GNP)  and  measures  the  market  value  of  all  goods  and  services 
produced  in  a  state.)     The  proportion  of  Massachusetts  output 
attributable  to  services  has  increased  from  48.4%  in  1969  to 
53.7%  in  1985  (using  1982  constant  dollars).     (This  figure 
excludes  all  governmental  services.)     Federal  Reserve  Bank  of 
Boston.     Gross  State  Product;  New  England  1969-1985.  November 
1987. 
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The  current  exemption  of  basic  necessities  in  the 
Massachusetts  sales  structure  means  that  sales  tax  revenues  are 
more  responsive  to  changes  in  the  income  base  than  they  might 
otherwise  be.     Expanding  the  base  would  help  alleviate  some  of 
the  volatility  in  the  sales  tax  structure. 
Equity 

The  concern  for  maintaining  and  perhaps  decreasing  the  level 
of  regressivity  of  the  sales  structure  and  the  total  burden  which 
the  sales  tax  imposes  on  the  poor  needs  to  analyzed  separately 
for  base  expansion  with  a  rate  reduction  and  for  base  expansion 
alone.    The  relevant  question  for  the  first  consideration  is: 
Would  expanding  the  base  while  lowering  the  tax  rate  make  the 
Massachusetts  sales  tax  structure  more  or  less  progressive?  Part 
of  the  answer  to  this  question  depends  on  which  services  would  be 
taxed  and  how  low  the  rate  could  be  reduced  and  still  keep 
revenues  constant.    Reducing  the  rate  on  a  regressive  tax  reduces 
the  overall  regressivity  of  the  tax,  holding  the  base  constant. 
The  determinant  factor  would  be  the  degree  to  which  the 
regressivity  of  service  taxation  exceeded  the  current  sales  tax 
burden  distribution.    Estimates  from  Andrew  Reschovsky,  based  on 
the  Massachusetts  Tax  Simulation  Model  will  be  forthcoming. 

If  revenue  enhancement  were  the  goal  so  that  the  base  was 
expanded  to  include  some  services  and  the  rate  was  not  reduced, 
the  change  in  regressivity  would  depend  on  the  degree  to  which 
the  taxation  of  services  is  regressive.    The  other  means  to 
accomplish  revenue  enhancement,  increasing  the  rate  without  base 
expansion,  would  make  the  current  sales  tax  structure  more 
regressive  than  it  currently  is  and  would  increase  the  absolute 
tax  liabilities.     The  sales  tax  literature  does  not  provide  a 
conclusive  answer  to  the  question  of  whether  a  rate  increase  is 
more  regressive  than  a  base  expansion  into  services.  Some 
analysts  argue  that  a  sales  tax  on  services  is  somewhat  less 
regressive  than  taxation  of  goods,  although  some  services  which 
would  be  the  least  regressive  are  hard  to  tax  (e.g.,  personal 
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household  services) .2'      Other  researchers  indicate  that,  in 
general,  a  sales  tax  on  services  is  no  less  regressive  than  a 
sales  tax  on  goods,  and  a  broad  expansion  of  the  base  would  be  as 
regressive  as  a  rate  increase. 28      An  analysis  of  the  impact  on 
the  regress ivity  of  the  Massachusetts  sales  tax  structure  from 
increasing  the  rate  versus  broadening  the  base  is  forthcoming. 

If  equity  is  a  concern,  then  clearly  selective  as  opposed  to 
broad  service  taxation  would  be  in  order.     To  facilitate 
decisions  on  which  services  to  tax,  national  estimates  on  the 
relative  degree  of  regressivity  of  taxation  of  different  services 
are  listed  on  the  next  page.    These  estimates  are  derived  from 
the  1984  Consumer  Expenditure  Survey  and  are  the  most  recent 
figures  on  percent  expenditure  on  certain  services  by  income 
level . 

Based  on  estimates  in  the  TEB,  extending  the  sales  tax  to 
all  business  services  identified  in  the  TEB,  without  a  rate 
reduction,  would  generate  $200  million.   (If  legal  services  were 
included  in  this  category — rather  than  in  the  professional 
service  category — the  revenue  estimate  is  $275.6  million.)  Paul 
Smoke's  estimates  are  a  bit  higher  at  $310  million  for  FY86.29 
No  estimates  on  the  relative  progressivity  of  taxing  business 
services  are  available,  and  the  incidence  of  the  tax  is  an 
undecided  debate  within  the  public  finance  field. 


27  See  for  example,  S.  M.  Ghazanfar.     1975.  "Equity  Effects 
and  Revenue  Potential  of  Sales  Taxation  of  Services:  Some 
Empirical  Findings."    Public  Finance  Quarterly.  Vol.  3,  No.  2, 
(April)  pp.  163-187. 

28  For  example.  Citizens  for  Tax  Justice  which  is  in  the 
process  of  analyzing  service  sales  taxation. 

29  Paul  Smoke,  Sales  Taxation  in  Massachusetts.  Fourth 
Interim  Report  of  the  Special  Commission  on  Tax  Reform,  House 
No.   6500,   1986.  p.  61. 
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TABLE  4 


Selected  Service  Expenditures  as  ■  Percent  of  Income 


Expenditures 

5,000 

10,000 

15,000 

20,000 

25,000 

30.000 

35.000 

40,000 

45,000 

50,000 

55,000 

60,000 

*60,000 

*<kiissions  and  Entertainment 

J.V3 

0.35 

0.2B 

0.29 

0.26 

0.25 

0.24 

0.22 

0.26 

0.25 

0.25 

0.30 

0.29 

Household  Services 
Nonautomot  i  ve 

Sepair  Services 
Other  Household 

Services 

2.58 
J. 43 

0.32 
0.34 

0.19 
0.24 

0.16 
0.21 

0.18 
0.19 

0.12 
0.18 

0.11 
0.17 

0.09 
0.18 

0.14 
0.19 

0.11 
0.18 

0.20 
0.16 

0.12 
0.21 

0.11 
0.23 

Medi  cat 

Doctors  and  Nurses 
Hosp ) t  d  s 

5.06 

1  91 

1  1 

0.70 
0 . 19 

0.50 
n  11 

U.  1  1 

0.44 
0  10 

0.35 

U.  1  J 

0.26 
0  05 

0.28 

0  07 

0.31 

•0  003 

0.24 
0  03 

0.28 

0  03 

0.26 
0  07 

0.27 

0  02 

0.21 

Property 

Health 

Personal 

5.28 
i.10 
A. 26 

0.81 
1.06 
0.36 

0.60 
0.54 
0.27 

0.55 
0.38 
0.24 

0.48 
0.31 
0.28 

0.43 
0.18 
0.27 

0.41 
0.16 
0.26 

0.3B 
0.14 
0.23 

0.41 
0.12 
0.25 

0.38 
0.11 
0.23 

0.37 
0.11 
0.24 

0.34 
0.11 
0.24 

0.26 
0.10 
0.22 

Transportation  Service* 
Excluding  Rentals 

Local 

Nonlocal 

Other 

0.95 
2.59 
0.34 

0.12 
0.33 
0.03 

0.09 
0.16 
C.03 

0.06 
0.20 
0.02 

0.06 
0.16 
0.03 

0.03 
0.14 
0.02 

0.04 
0.12 
0.02 

0.02 
0.14 
0.03 

0.02 
0.13 
0.02 

0.04 
0.12 
0.02 

0.02 
0.18 
0.02 

0.03 
0.19 
0.03 

0.02 
0.22 
0.Q3 

Personal  Services 

2.64 

0.33 

0.24 

0.19 

0.17 

0.1S 

0.14 

0.15 

0.15 

0.12 

0.12 

0.11 

0.11 

Private  Education  Services 

7.66 

0.42 

0.30 

0.32 

0.19 

0.24 

0.23 

0.24 

0.23 

0.29 

0.24 

0.32 

0.23 

Professional  Services 
Le^al 
Other 

1.70 
0.65 

0.29 
0.08 

0.09 

0.06 

0.05 
0.05 

0.05 
0.05 

0.05 
0.05 

0.05 
0.04 

0.01 
0.03 

0.02 
0.04 

0.03 
0.04 

0.04 
0.04 

0.07 
0.04 

0.04 
0.04 

Miscellaneous  Services 

1.65 

0.22 

0.15 

0.10 

0.15 

0.08 

0.09 

0.06 

0.08 

0.05 

0.05 

0.06 

0.05 

Automotive  Repair 

5.65 

0.46 

0.41 

0.33 

0.34 

0.2$ 

0.23 

0.24 

0.22 

0.22 

0.19 

0.16 

0.16 

Source:  Fox  and  Murray,  1988  (from  Robert  Boliiii  and  Eleanor  Craig,  "Sales  Tax  Modification,  Revenue  Stability,  and  Equity." 
The  National  Tax  Association,  Proceedings  of  the  Annual  Conference  1987). 

Taxing  health  services  would  be  both  a  very  regressive  tax 
and  a  tax  of  a  basic  need.    The  equity  standard  which  supports 
the  exemption  of  tangible  property  considered  to  be  basic 
necessities  should  be  applied  to  health  services. 

Taxing  personal  services  without  a  rate  reduction  would 
increase  revenues  by  $72.3  million.     Clearly,  some  personal 
services  would  be  very  hard  to  tax,  e.g.  babysitting,  while 
others  would  not,  e.g.  dry  cleaning.  In  general,  taxation  of 
personal  services  would  tax  final  consumers  but  would  be  somewhat 
regressive.      The  one  exception  to  this  is  a  tax  on  entertainment 
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and  sports,  which,  while  increasing  total  burden,  has  virtually 
no  effect  on  the  regressivity  of  the  sales  tax. 
Economic  Activity  and  Decisions 

There  are  four  major  areas  of  considerations  related  to 
economic  distortions  that  may  arise  with  the  extension  of  sales 
taxation  to  services:  "pyramiding"  resulting  from  the  taxation  of 
business  services,  changes  in  relative  prices,  business  location 
decisions,  and  changes  in  firm  structure.     Each  will  be 
considered  in  turn  with  respect  to  a  base  extension  with  and 
without  a  rate  reduction  as  well  as  with  a  rate  increase  holding 
the  base  constant. 

As  with  business  inputs  discussed  in  the  previous  section  of 
this  paper,  the  question  of  double  taxation  arises  with  respect 
to  the  taxation  of  business  services,  with  or  without  a  change  in 
the  rate.    While  any  tax  on  business  services  will  increase  costs 
of  production,  the  same  exemptions  that  currently  apply  to  goods 
purchased  by  business  should  apply  to  business  services, 
i.e.,  those  services  that  are  an  "ingredient  and  component  part" 
of  the  production  of  a  taxable  final  good  or  service,  should  be 
exempt  from  taxation. 30      to  the  extent  that  there  is  pyramiding, 
the  economic  impact  would  be  reduced  with  a  rate  reduction.  Like 
the  taxation  of  any  business  input,  there  is  a  trade-off  between 
double  taxation  and  the  goal  of  uniform  treatment  of  purchases. 

In  a  forthcoming  article  by  William  F.  Fox  and  Matthew 
Murray,  the  authors  consider  the  possible  affects  of  extending 
sales  taxation  to  services  with  respect  to  price  distortions. ^1 
The  authors  argue  that  broadening  the  base  while  lowering  the 
rate  would  reduce  price  distortions.     Lowering  the  rate  reduces 

30  It  should  be  noted  that  Florida's  initial  legislation 
extending  sales  to  services  did  not  exempt  those  services  which 
were  an  ingredient  and  component  part  of  production,  fueling  the 
flames  of  dissent.    A  later  proposal  which  was  not  enacted  into 
law  did  extend  the  exemption  of  goods  considered  to  be  business 
inputs  to  services. 

31  Fox  and  Murray,  op.  cit. 


28 


i 


i 


the  price  change  caused  by  the  tax,  and  broadening  the  base 
provides  equal  treatment  of  goods  and  services.     Both  make  the 
relative  and  absolute  price  changes  less  then  they  might  be  by 
taxing  only  goods  at  the  current  or  at  a  higher  rate.  Expanding 
the  base  without  a  rate  reduction  would  reduce  relative  price 
differences  but  increase  the  absolute  level  of  price  distortions. 

Fox  and  Murray's  survey  of  the  five  available  studies  on 
sales  tax  and  business  decisions  indicates  that  a  sales  tax  on 
services  and  goods  has  virtually  no  influence  on  location 
decisions. 32    «phe  authors  claim,  "The  overall  influence  on 
location  is  likely  to  remain  modest,  and  broadening  the  base  may 
have  effects  which  are  no  larger  than  those  from  increasing  the 
sales  tax  rate,  or  taxing  another  source.  "•'•^ 

A  possible  response  on  the  part  of  businesses  to  any  service 
taxation  might  be  "vertical  integration",  providing  services  in- 
house  rather  than  purchasing  them  in  the  market.     By  doing  so, 
some  firms  would  be  able  to  avoid  taxation.     There  is  no 
available  evidence  to  judge  the  extent  to  which  vertical 
integration  might  occur.    Larger  firms  will  already  be  providing 
these  services  internally  and/or  will  be  more  able  to  do  so  and 
thus  better  able  to  avoid  the  tax.     Tax  credits  for  small 
businesses  would  mitigate  the  potential  impact. 
Administration 

There  are  administrative  questions  associated  with  the 
expansion  of  the  base  to  services,  with  or  without  a  rate 
reduction.    Service  taxation  would  create  a  large  number  of  new 
sales  tax  vendors.    While  the  number  of  vendors  would  increase, 
the  burden  on  service  vendors  would  be  no  more  (and  in  many  cases 
less)  than  that  shouldered  by  those  who  sell  goods  and  who  must 


■'2    Fox  and  Murray  claim  that  there  is  a  possibility  for 
some  distortions  in  location  decisions  for  firms  which  purchase  a 
substantial  amount  of  services  and  are  located  along  a  state 
border. 

33    Ibid,     p.  13. 
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now  collect  the  tax.-^"*    Evidence  from  Florida  and  Nebraska 
indicate  that  administrative  costs  associated  with  service 
taxation  are  slightly  higher  than  that  for  a  sales  tax  on  goods. 
Thus,  base  broadening,  with  or  without  a  rate  reduction,  would 
incur  more  administrative  costs  than  an  increase  in  the  rate.^^  A 
rate  increase  without  a  base  expansion  would  likely  cause  some 
additional  compliance  problems  as  the  economic  incentive  to  not 
record  or  collect  sales  tax  increases  as  the  rate  increases. 

Extending  the  sales  tax  to  services  would  also  generate 
definitional  problems  similar  to  those  now  associated  with  the 
taxation  of  tangible  goods — particularly  if  some  services  are 
exempt.    However,  service  taxation  would  also  eliminate  some 
current  definitional  issues  (e.g.  distinguishing  between  goods 
and  services) . 

Because  most  states  do  not  tax  services  extensively,  a  tax 
on  services  would  be  easier  to  avoid  by  going  out  of  state  than  a 
tax  on  goods.    The  degree  to  which  a  border  problem  would  arise 
would  depend  in  large  part  on  the  services  being  taxed.    A  tax  on 
lower  priced  services  and  services  which  are  more  personalized 
would  likely  not  result  in  a  significant  border  problem.  To 
accommodate  the  border  problem  with  respect  to  goods,  firms  and 
consumers  purchasing  goods  in  other  states  for  use  in 
Massachusetts  are  legally  required  to  pay  a  use  tax.  Compliance 
issues  do  arise,  however,  and  currently  no  state  has  a  use  tax  on 
services. 

Since  states  tend  to  copy  each  other,  a  general  national 
move  toward  extensions  of  the  sales  tax  base  will  affect 
discussions  in  Massachusetts.    As  other  states  grapple  with  the 
extension  of  sales  taxation,  equitable  methods  and  definitions 


•^^    For  example,  a  small  retailer  with  no  accounting 
training  and  no  "support"  staff  is  probably  less  equipped  to 
collect  a  tax  on  goods  than  a  lawyer  who  might  be  required  to 
collect  a  service  tax  but  who  is  used  to  keeping  time  records  and 
similar  accounts  and  almost  always  has  secretarial  help. 

35  Ibid,  p.  24. 
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for  taxation  of  services  will  be  developed  and  refined. If 
more  states  move  toward  service  taxation,  the  border  problems 
associated  with  state  sales  taxation  will  become  less  of  an 
issue. 

D.     Transactions    Involving  Real  Property  fTEB  #'s  137  and 

138) 

Est. 

Budget 

NuTt>er      Tax  Expenditure  (S  million) 


13a  Exenption  for  Transfers  of  Real  Property  1,250.0 
137        Exemption  for  Rentals  of  Real  Property  265.0 


Over  one-third  of  the  sales  tax  expenditures  as  identified 
in  the  TEB  are  attributable  to  exemptions  for  transfers  and 
rental  of  real  property.     Included  in  this  category  are  items 
already  subject  to  taxes:    the  deeds  excise  tax  ($1.00  for  every 
$500  of  value)  and  the  state-wide  room  occupancy  tax  rate  (5%) . 

Taxing  residential  property  transfers  and  rentals  would 
impose  a  tax  on  a  basic  necessity  and  tend  to  be  very  regressive, 
unless  a  basic  level  of  exemption  were  provided.  Furthermore, 
the  materials  used  to  build  the  house  are  taxable,  so  the  issue 
of  double  taxation  is  also  relevant  to  the  sale  of  new  homes. 

E.  Tax  Exempt  Organizations 

Est. 


Budget 

Amount 

Nkrter 

Tax  Expenditure 

(S  million) 

103 

Exetnption  for  Sales  to  Tax-Exe«npt  Organizations 

132.0 

144 

Exenption  for  Sates  of  Building  Materials  and  Supplies  for  Certain  Construction  Contracts 

38.5 

104 

Exenption  for  Publications  of  Tax-Exempt  Organizations 

0.8 

111 

Exemption  for  Certain  Meals 

0.7 

147 

Exenption  for  Sales  to  the  Commonwealth 

N.A. 

•^^    For  example,  several  reports  commissioned  by  the  Florida 
Legislature  have  made  a  substantial  contribution  to  the  analysis 
of  service  taxation. 
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Sales  to  and  some  sales  by  tax  exempt  organizations  account 
for  $172  million  worth  of  sales  tax  expenditures  (3.9%  of  total 
sales  tax  exemptions).     This  reflects  the  state's  decision  to 
subsidize  non-profit  charitable  institutions  through  the  tax 
system. 

F.     Items  subject  to  other  Massachusetts  taxes. 

  gg^^ 

Budget  Amount 
Nuflber      Tax  Expenditure  ($  mUlion) 


U1  Exenption  for  Motor  Fuels  165.2 

108  Exenption  for  Alcoholic  Beverages  32.0 

107  Exenption  for  Cigarettes  40.9 

U2  Exenption  for  Fuel  Used  in  Operating  Aircraft  and  Railroads  8.6 

The  rationale  for  not  subjecting  these  items  to  the  sales 
tax  is  that  they  are  already  taxed  under  a  separate  sales  excise. 
Historically,  cigarettes,  alcohol,  and  gasoline  were  subject  to 
an  excise  tax  in  most  states  prior  to  the  enactment  of  a  general 
sales  tax.-^"^      Most  states  place  a  sales  tax  on  alcohol  and 
cigarettes  in  addition  to  the  excise,  while  Massachusetts  does 
not.    Table  5  on  the  following  page  compares  Massachusetts' 
taxation  of  cigarettes,  gasoline  and  alcohol  with  the  other 
northeastern  states  (Appendix  D  lists  the  states  that  exempt 
gasoline,  alcohol  and  cigarettes  from  sales  taxation) . 

One  reason  commonly  offered  for  exempting  these  items  from 
the  general  sales  tax  is  that  both  administration  and  compliance 
might  be  made  more  difficult  by  having  two  taxes  on  the  same 
good;  however,  most  states  do  just  that  for  alcohol  and 
cigarettes.      Since  cigarettes  and  alcohol,  unlike  gasoline,  are 
generally  sold  by  vendors  who  sell  other  items  subject  to  the 
sales  tax,  subjecting  cigarettes  and  alcohol  to  the  general  sales 
tax  and  an  excise  tax  may  not  make  administration  more 


■^^    All  50  states  tax  gasoline  and  cigarette  and  33  tax 
"distilled  spirits,"  either  through  a  separate  excise  and/or  by  a 
general  sales  tax.     Forty-three  states  began  taxing  gasoline  in 
the  1920s,  23  taxed  alcohol  between  1933  and  1940,  and  27  states 
initiated  taxes  on  cigarettes  in  the  1920s  and  1930s.  Advisory 
Commission  in  Intergovernmental  Relations.   1987,  Significant 
Features  of  Fiscal  Federalism.     Washington  D.C.  p  101. 
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TABLE  5 

SALES  AMO  tXCIS£  TAXES  PAID  (IN  OOLUItS)  fO«  ALCOHOL,  CICARETIES,  AND  MOIOR  fUEL  IN  THE  NORIHEASKa) 
(listed  in  descending  order  of  of  total  tax) 


Beer 

(by  gall 

on) 

STATE 

Eiciie 

Sate(b) 

Total 

Corvwcticut 

$  0.10 

t  o.ut 

%  O.iB 

Maine 

0.2S 

O.iZ 

0.57 

New  Tork 

0.04 

0.39 

0.43 

Rhode  Istmd 

0.06 

0.32 

0.3a 

New  Maiipthire(c) 

0.30 

N.A. 

0.30 

Vermont 

0.27 

0.00 

0.27 

MASSACHUSETTS 

0.11 

0.00 

0.11 

MeM  Jersey 

0.0} 

0.00 

0.03 

ALCOHOL 
Uin«  (by  s*Uon) 


STATE 

Excise 

SaleCb) 

Total 

Connecticut 

t  0.30 

%  0.98 

t  1.28 

Rhode  Island 

0.40 

0.7V 

1.19 

Maine 

0.30 

0.66 

0.96 

lew  York 

0.12 

0.52 

0.64 

Vermont 

0.55 

0.00 

0.55 

MASSACHUSETTS 

0.55 

0.00 

0.55 

New  Jersey 

0.30 

0.00 

0.30 

New  Haapshirc(e) 

N.A. 

N.A. 

N.A. 

Spirits  (by  gallon) 


STATE 

Excise 

Sate(b) 

Total 

Connecticut 

I  3.00 

S  2.98 

S  5.98 

New  Torli 

4.09 

1.41 

5. SO 

Rhode  Island 

2.50 

2.02 

4.52 

MASSACHUSETTS 

4.05 

0.00 

4.05 

Vermont 

3.28 

0.00 

3.28 

Maine 

1.25 

1.56 

2.81 

New  Jersey 

?.80 

0.00 

2.80 

New  HarpshireCc) 

N.A. 

N.A. 

N.A 

CIGARETTES  (by  pacic) 


STATE 

Excise 

Sale(b) 

Total 

Connecticut 

S  0.26 

t  0.09 

t  0.35 

MASSACHUSETTS 

0.26 

0.00 

0.26 

Maine 

0.20 

0.06 

0.26 

New  rork 

0.21 

0.04 

0.25 

Rhode  Island 

0.25 

0.00 

0.25 

New  Jersey 

0.25 

0.00 

0.25 

Vcrnont 

0.17 

0.04 

0.21 

Hew  Ha«pchir«(c> 

0.17 

N.A. 

0.17 

HOTOIt  FUEL  <by  gallon) 


STATE 

Exc  i  se 

Sale(b) 

Total 

Main* 

t  0.14 

S  0.06 

S  0.20 

Connecticut 

0.17 

0.00 

0.17 

New  Hampshire(e) 

0.14 

N.A. 

0.14 

Rhode  Island 

0.13 

0.00 

0.13 

Venaont 

0.1S 

0.00 

0.13 

New  York 

0.08 

0.04 

0.12 

MASSACHUSETTS 

0.11 

0.00 

0.11 

New  Jersey  (d) 

0.11 

0.00 

0.11 

a.  Excise  tax  and  sales  tax  rates  frem  Oepartaent  of  Finance  and  Revenue,  the  Covcrment  of  Washington  D.C.,  "Tax  Rates 

and  Tax  turdcns  in  the  District  of  Colkobia:  A  Nationwide  Coaparison,*  1987.    Me  and  N.H.  were  obtained  from  All  States  Tax  Guide. 
Prentice  Hall,  1987. 

b.  Sales  Tax  *  sales  tax  rate  times  avcrag«  price  of  alcohol,  cigarettes,  or  notor  fuel,  including  the  excise. 

The  Distilled  Spirits  Cotncil  provided  only  Hassachusetts  average  1986  prices  for  beer  and  wine,  which  was  used  for  all  states. 
For  spirits.  The  Council  provided  'typical'  1984  prices  for  each  state.    The  1986  average  price  of  a  gallon  of  gasoline,  by  state, 
by  state,  was  obtained  froB  AAA.    The  average  price  of  a  1986  peck  of  cigarettes,  by  state,  was  obtained  from  the  Tobacco  Institute. 
Each  state  provided  infonaation  on  their  states  s«l«t  taxation  of  alcohol,  cigarettes  and  gasoline. 

e.    New  Nanpshire  does  not  have  a  sales  tax. 

d.    The  New  Jersey  excise  tax  on  notor  fuel  is  effective  on  July  1,  1988. 

complicated.^®    A  study  by  DOR  on  the  impact  on  compliance  and 
administrative  procedures  might  be  in  order  if  this  option  is  to 
be  pursued.        While  administrative  concerns  may  not  justify 
exempting  excise  items  from  the  sales  tax,  concerns  for  equity  do 
support  retaining  the  exemptions.    Reschovsky,  et.  al.  found  the 
burden  of  taxation  on  cigarettes  to  be  highly  regressive  and  that 
on  alcohol  to  be  mildly  regressive. -^^    If  revenue  enhancement  is 
the  goal,  less  regressive  alternatives  should  first  be  explored. 


"'^    Due  and  Mikesell,  p.  77. 

Reschovsky,  et.  al.  pp  42-43.     However,  studies  on  the 
regressivity  of  alcohol  do  not  provide  conclusive  evidence. 
Smoke  suggests  that  alcohol  excise  taxes  are  proportional — except 
at  the  lowest  levels  of  income  (Smoke,  p.  72) . 
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G.     Miscellaneous  Exemptions 

Est. 


Budget 

Amount 

Nurt^er 

Tax  Expenditure 

(S  mi  Uion) 

139 

Trade- In  Allowances  for  Motor  Vehicles,  Trailers,  Airplanes,  and  Boats 

25.0 

132 

Exenption  for  Newspapers  and  Hagazines 

23.5 

112 

Exenption  for  Textbooks 

9.0 

113 

Exenptioo  for  Gifts  of  Scientific  Equipment 

8.6 

109 

Exeffption  for  funeral  Items 

3.0 

145 

E*e«nption  for  Certain  Energy  Conservation  Equipment 

0.6 

110 

Exenption  for  a  Motor  Vehicle  for  a  Paraplegic 

N.A. 

143 

Exemption  for  Sales  of  Certain  New  or  Used  Buses 

N.A. 

105 

Exenption  for  Books  Used  for  Religious  Worship 

N.A. 

146 

Exemption  for  the  American  Flag 

N.A. 

133 

Exenption  for  Fi Ims 

N.A. 

140 

Exenption  for  Casual  or  Isolated  Sales 

N.A. 

134 

Exenption  for  Vending  Machine  Sales 

neg. 

The  list  above  includes  sales  tax  expenditures  not  easily 
classified  elsewhere.    The  exemption  for  trade-in  allowances  for 
motor  vehicles,  trailers,  airplanes,  and  boats  allowed  by  chapter 
641,  §§27  and  28  amounts  to  $25  million.     (See  Figure  3,  on  the 
next  page,  for  an  illustration  of  the  expenditure.)  The 
exemption  is  inequitable  in  that  it  is  not  extended  to  any  other 
trade-ins  (e.g.,  refrigerators,  jewelry,  computers)  and  is 
limited  to  trade-ins  bought  by  dealers.    The  fact  that  some 
automobile  trade-ins  are  taxed  (i.e.,  those  which  do  not  involve 
registered  dealers)  while  others  are  not  is  apparently  based  on 
administrative  concerns,  but  nonetheless  is  a  source  of  confusion 
and  recurring  consumer  complaints.    While  there  are  no  data 
available,  the  benefits  of  this  exemption — particularly  with 
respect  to  consumers  of  boats  and  planes — probably 
disproportionately  accrue  to  those  with  higher  incomes.    There  is 
no  apparent  equity  or  incentive  reasons  for  this  exemption;  thus 
the  committee  might  want  to  reconsider  this  exemption. 

Some  of  the  remaining  miscellaneous  exemptions  are  intended 
to  encourage  or  at  least  to  refrain  from  discouraging  specific 
activities — e.g.  patriotism,  becoming  an  informed  citizen, 
religious  worship,  donating  scientific  equipment,  and  conserving 
energy,     (TEB  #s  146,  132,  112,  105,  145,  and  113).  It  is  unclear 
whether  these  exemptions  serve  these  functions.     The  exemption 
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FIGURE  3 


TAX  EXPENDITURE  FOR 

DEALER  TRADE-INS  OF  CARS.    BOATS  AKD  PLANES 
($25  million  in  Revenue  Foregone) 

TRANSACTION  WITH  A  TRADE-IN 


Consumer  A 

(Buys  new  car  and  trades-in  old  car  with  Dealer  A) 


Tax:       Consumer  A  pays  tax  on  $8,000  «  $400 

Dealer  pays  no  tax  «  0 

Consumer  B  pays  tax  on  $3«000  *  150 

Total  Tax  Paid  to  State  -  $550 


SAME  TRANSACTION-WITH  NO  TRADE-IN 

Consumer  A 

(Buys  new  car  from  Dealer  A,  sells  old  car  to  Dealer  B) 


Tax:    Consumer  A  pays  tax  on  $10,000  ■  $500 

Dealer  A  pays  no  tax  "  0 

Dealer  B  pays  no  tax  "  0 

Consumer  B  pays  tax  on  $3,000  =  150 

Total  Tax  Paid  to  State  -  $650 


for  donated  scientific  equipment  may  not  effectively  serve  the 
purpose  intended,  and  compliance  problems  may  arise.     In  keeping 
with  the  Commission's  business  committee's  recommendation  to 
eliminate  the  corporate  excise  deduction  for  contributions  of 
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instructional  equipment,  the  elimination  of  this  exemption  in  the 
sales  tax  should  be  considered  as  well. 

Other  items  like  the  exemption  for  funeral  items,  and  motor 
vehicles  for  paraplegic  individuals  are  included  for  humanitarian 
reasons  (TEB  #'s  109  and  110).    However,  equity  issues  arise  by 
only  exempting  these  items  and  not  other  goods  which,  it  could  be 
argued,  should  be  exempt  for  equally  compelling  reasons. 
Presumably,  the  exemption  for  new  or  used  buses  is  intended  to 
help  municipalities  who  chose  to  contract  out  to  companies  to 
provide  public  transportation  and  to  encourage  mass  transit  in 
general  (TEB  #  143) . 

The  exemption  for  casual  and  isolated  sales  applies  to 
people  who  are  not  regularly  engaged  in  retail  sales  (TEB  #  136) . 
Compliance  and  administration  concerns  prompt  this  exemption. 
The  exception  to  this  exemption  is  private  sales  of  motor 
vehicles  or  trailers  which  are  taxed. 

Motion  picture  films  purchased  or  rented  for  commercial 
exhibition  are  exempt  (TEB  #133) .     Since  the  cost  of  admission  to 
view  the  films  shown  to  the  public  are  also  exempt,  this 
expenditure  represents  a  double  exemption  and  as  such  might  be 
reconsidered. 

The  exemption  for  vending  machine  sales  under  a  dollar 
presumably  exists  for  administrative  and  compliance  reasons. 
Records  of  such  sales  are  difficult  to  keep  and  many  items  sold 
(like  candy  bars)  are  otherwise  exempt  from  the  sales  tax. 


36 


APPENDIX  A:     A  Brief  Discussion  of  Value-Added  Taxation 


Some  states  have  begun  discussion  of  this  sweeping  method  of 
tax  reform  which  would  overhaul  the  sales  tax  completely  by 
taxing  the  "value-added"  to  a  good  or  service  on  its  way  to  final 
consumption  rather  that  taxing  the  good  at  the  final  consumption 
"resting  place."    European  countries  use  this  form  of  sales 
taxation  and    Michigan  in  1976  moved  to  a  "single  business"  tax, 
a  form  of  a  value  added  tax,  replacing  both  sales  and  corporate 
taxation.      Washington  state  considered  adopting  a  VAT  in  1985, 
and  a  1987  Louisiana  tax  reform  study  recommended  moving  to  a 
VAT. 

A  value-added  tax  only  taxes  the  total  contribution  made  to 

a  good  or  service  along  the  path  of  production.  Walter 

Hellerstein  and  Prentiss  Willson,  Jr.  describe  value-added  as: 

the  difference  between  the  sales  or  gross  revenues  of  a 
business  and  the  cost  of  all  goods  and  services  purchased 
from  other  entities  which  went  into  production  of  the 
business'  final  good  or  service.     The  net  effect  is  to 
impose  the  tax  on  all  factors  of  production  that  were  not 
furnished  by  suppliers  taxed  at  a  previous  stage  of 
production — that  is,  the  valued  added. 


A  VAT  solves  the  problems  of  pyramiding  (taxing  an 
intermediary  and  the  final  purchaser)  and  double-exemptions  (not 
taxing  either  the  intermediate  or  the  final  purchaser) ,  which  are 
inevitable  in  a  sales  tax — no  matter  how  cleanly  written  or 
executed  the  sales  tax  legislation  and  regulations  may  be.^^ 


Walter  Hellerstein  and  Prentiss  Willson,  Jr.  "Legal 
Study  of  Florida's  Sales  Tax  Services."    Report  Commissioned  by 
the  Florida  Department  of  Revenue  and  presented  to  the  Florida 
State  Legislature  in  March,  1987,  Report  to  the  Legislature; 
Legal.  Administrative  and  Revenue  Implications  of  Chapter  86-166. 
Appendix,  p. 9. 

41  The  VAT  has  also  been  discussed  as  a  method  for 
eliminating  the  federal  deficit.  Charles  E.  McClure,  Jr.  1987. 
The  Value-Added  Tax;  Key  to  Deficit  Reduction?  American 
Enterprise  Institute. 


APPENDIX  B 


imtRSIAtE  COHPAHISOK  Of  SALES  AND  USt  TAX  ON  SfLECTEO  BUSINESS  PURCHASE  CATECOeiES,  1V8S 


NEW  ENGLAM) 
Connecticut 
Main* 

Mtttachusettt 
New  Nwp«hirt 
Ihod*  Island 
Vcnwnt 


CONSUMABLES 


N/A 


INDUST«IAl  INDUSTRIAL 
ruELS  ELECTRICITT 


INDUSTRIAL 
HACNINERY 


ACRICULTURAL 
NACN INERT 


COWUTER 
SOfTWARE 


Taxed 
N/A 
Taxad* 


Taxwf* 

N/A 
Taxed 


N/A 


Partfal* 
Tree  ton  taxed 
N/A 


Taxed 
Canned  taxed* 

N/A 
Taxed* 
Canned  taxed 


MIOCAST 
Delaware 
Maryland 
Net*  Jersey 
Neu  York 

Pcnnsylvanit 
MMh.  D.C. 


N/A 


Taxed  (ifites* 
uaed  as  bath) 


Taxed 


N/A 


Taxed 


H/A 


Taxad 


N/A 


Taxed 


N/A 


N.A. 


N/A 

Canned  Tax 
Sone  Canned* 
Some  Canoed* 

Canned  taxed 
Soaw  Canned* 


MEAT  LAKES 
1 1 1 inois 
Indiana 
Michigan 
Ohio 

Wi«contin 


Taxtd 


Taxad 


Taxed* 


Taxed 


Taxed* 


Canned  taxed 
Some  Canned* 
Taxed 
Taxed* 


PLAINS 

Iowa 
Kansas 

Minnesota 

Hfasourl 

Hebrasica 

North  Dakota 

South  Dakota 


Limited 

Tued* 
Taxed 
Taxed 
Taxed* 


Taxed 

Taxed 

Taxed 
Taxed* 


Taxed 


Taxed 
Taxed 


Tax  credit 
New  and  expanded* 

exenpt 
lower  rate  for 
new  and  expanded 
Neu  and  expanded 

exenT)t 
New  and  expanded 

exe<npt 
Taxed 

Taxed 


Tax  credit     Canned  taxed 


Taxed* 


Taxed 


Reduced  rate   Some  Canned* 


Taxed 
Taxed 


Canned  taxed 
Taxed 


Reduced  rate   Canned  taxed 
(2X) 


Reduced  rate 
(3X) 


Taxed 


SOinHEAST 
Alabaoa 


Arkansas 

Florida 

Georgia 

Kentucky 

Louisiana 

Hiasissipf)) 

North  Carolina 
South  Carolina 
Tennessee 
Virginia 
West  Virginia 


Limited 
excnpt  i  on 


iMCd 

Taxed 


Texid 


Reduced  rate 
Taxed 


Taxed* 


Taxed* 


Taxed  under 
pL^lie  utility 
tax 

Taxed* 


Lower  Rate      Lower  Rate 


(1.5X) 


(1.5X) 


New  and  expanded 
exenpt 

Taxed        New  and  expanded    Reduced  rate 
exexftt 

Taxed  Taxed        New  and  expanded 

exeflipt 

Taxed*  Taxed*       New  and  expanded 

exenpt 
New  and  expanded 

exempt 

Reduced  rate      Reduced  rate      Reduced  rate*      (educed  rate 

(1.5X) 


(3X) 
Narrow 
exenption 


Partial* 


Reduced  rate 

(educed  rate      Reduced  rate 


(IX  or  3X) 
(educed  rate*      Reduced  rate* 


Canned  taxed 

Taxed 
Some  Canned* 
Taxed* 
Taxed 


Taxed 

Canned  taxed 
Taxed 
Taxed 
Taxed 
Taxed* 


SCUTMUrST 
Ari  zona 
New  Mexico 

Oklahoma 

Texas 


Taxed 
Taxed 


•Taxed 
Taxtd 


Taxed 
Taxed 


Taxed* 


New  and  expanded 
exempt 


Taxed 
Half  taxed 


Canned  taxed 
Taxed 


Canned  taxed 
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DOCKT  MTt 
Colorado 
Idaho 
Hontma 
Utah 

Vygalng 


CONSUHAIIES 
Linitcd 


N/A 

Twad 


Tanad 


fUElS 


INDUSTRIAL 
EIECTKICIIT 


INOUSTRIAI. 
KACNINERT 


AGAICUlTUtAL 

MACHINERY 


COWJTE* 
SOFTUAIE 


N/A 


tt/A 


N/A 

Ntw  and  axpandad 

(xcinpt 
Taxed 


Taxed 
N/A 

Taxed 


Canned  taxed 


N/A 
Canned  taxed 


Taxed 


FAR  WEST 
CalHornta 
Nevada 
Oregon 
uashington 


MatMii 


AlMka 


Taxed 
Taxed 
N/A 
Taxed* 


TM«d 


H/A 


Taxed* 
Taxed 
N/A 
Taxad 


Twad 


N/A 


N/A 
Taxed  under 

pu>lic  utUity 
tax 

Taxed  inder 

pU>lic  UtUity 
tax 

H/A 


Taxed 
Taxed* 

N/A 
Taxed* 


Taxad 


N/A 


Taxed 
Texed 

N/A 
Taxed 


Taxed 


N/A 


Canned  texed 
Taxed 
N/A 
Canned  taxed 


Taxed 


NOTE  Neu  NM^fr*.  Oelauar*.  Montana,  Oreoon  and  Alaska  have  no  atat*  aalea  tax 

CensLMblee  art  <tcn  used  directly  In  production  but  do  not  become  phyaictl 
Ingredients  in  the  product  (e.g.  cetalysts  *  processing  chemicals) 


N/A 


Alabami:         Exc«^  for  kilni. 

Aritanut:        Elactncity  for  alumimiin  manufaeturinf  exemption. 

Arkauat^         Exempt  (u  and  •tactndty  uMd  in  batuut*  Dunuif  and  proccKinf. 

Aricanaa*:         Crvdii  lor  manufactunng  plant  conalnictioD. 

CaUomia:         Fu«]  czemptinn  if  dcljverad  ui  nuuna. 

Colorado:         tl.OOO  muumum.  t&OO.OOO  maxunum. 

Colorado:         Cannad  propami  tumpt  U  vtadcr  alura  or  analyias  user  needs  before  aale. 

District  of 

Cofaunbia:  Ss*  Colorado. 
Flacida:  SeaColorada 

Gaor|la:         Soltwan  wriicen  ts  cvutaaer  i  apaclTic  ncedi  and  at  ciutomer  i  place  of  buaineu  are  exempt 
Iowa:  Tax  cradit  far  biduttnai  and  lara  machinery. 

Kaaaaa:  lUfuad  o(  tax  on  manufacturiaf  machinery:  muat  have  epeni  IsO.OOO  or  more  in  year  and  need  at 

laajt  two  fuU-tinn  empkiyeei  for  each  tiO.OOO. 
Kanuc  Uted  farm  machinery  exempt. 

Kentucky:        Exempt  only  it  fuel  coat  (raatar  than  3  percent  of  production  coit. 
louniana-        Tax  only  on  aqnipaetit  lalei  pctoa  ibovt  tSO,000  per  item. 
Maine:  Elictivrity  to  elactrolytic  procen  exempt 

Maine:  Farm  machinery  above  16.000  aellinf  pnee  exempt.  Depreciable  items  below  that  subject  to  refund. 

Maine  Custom  proframs  do  not  include  modified  siandard  programs. 

MassachusetU:  Custom  programs  recorded  on  machute-rtadable  media  are  taxable. 

Michiga<\:         Canrted  programs  exempt  if  vendor  alters  or  analyxaa  user  needs  befor*  sale. 

Miaaiaaippi:      Exempt  hi(l<  tack  mKhmery.  equipment,  and  building  reeienals. 

MijaiMippt:      S«e  Michigan. 

Miaaoun:         Except  anodea  with  life  Icaa  than  one  year. 

Misaeun.  Exempt  if  cost  of  power  greater  than  10  percent  of  manufacturing  coat. 

Nebraska:         Only  where  &0  percent  or  more  used  ui  manufacturing,  processing,  farming,  etc. 
Nevada:  Tax  deferrals  foe  payments  from  capital  improvement  purchases. 

New  Jerse>':      Exempt  only  if  program  requuve  modification  or  if  selection  of  program  requires  analysis  of 

customer's  requirements. 
New  York         See  New  Jersey. 

North  CaroLna:  1  percent  rale  and  S80  maximum  per  item 

Rhode  Island     Exemption  applies  if  farm  operator  has  $2.S00  or  more  gross  agricultural  sales  annually. 
Rhode  Island     No  tax  on  custom  programs  in  form  of  written  procedures. 
South  Dakota:      ood  products  lor  fuel  exempt- 
South  DaXoU:    Exempt  wrapping  materials. 

Texas:  Exempt  il  uaehil  kfr  when  new  is  less  than  six  montha. 

Vermortl:  Exempt  wood  waste  products  used  by  manulacturer. 

Washington:      Some  catalysts  exempt. 

V\a:ihinietun.  I'ax  drimal  for  manufactunng  or  research  and  development  proiframs  by  pi-raons  iMt  already 
eniragrd  in  thai  activity  in  suie,  tax  drlrrral  to  promote  new  rmplovmenl. 

>Aiiconsin  Kiempl  i(  converted  to  rlecincKy.  gas.  or  jtram  by  utility  and  lax  paid  on  fuel  or  electricity  by 
manufacturer  is  offset  against  corporate  franchiau'mcome  tax 

Wisconsin        S«w  Rhode  Island,  but  custom  program  design  ia  exempt. 

Source:  IKieand  MikraeU.^fs  Taianui^  Sime  end lx>ca(i>'rnic>arr  and /tdminiirranoRlDallimore:  Johns  Hopkina 
I  nivmity  Press.  ISH3l:  Cummercr  CIranng  House.  Slair  Tat  Hmuu  Bnan  ('■  Roskam.  'Thf  Slate  sales 
lax  Trvatnirni  iil  Cunipuler  vllwariv  A  Stalrbv  Stair  Renew.  7iu  /.j^ii/fiKr  XXXVI  lApni  ISCJI. 
'  Mow  thf  Mati-K  lai  Sok"!  u(  I  um|iutrr  StItwarr    .Sruir  7ax  Mri  iru         ilKliibrr  JU.  I'JMI 


Table  andlfled  frea  John  L.  NIkesell  "Gwwral  Seles  Tw*  In  Aeforsiing  State  Tex  Systews, 
National  Conference  of  State  LeglsUtures  1986,   pp.  222-223. 


APPhNUlX  C 


Tax  Trfatmrnt  of  Servicf*  Other  Than  UliUties,  AdmisMons, 
and  Trunsiml  Arrammodatiunii.  19H!) 


No  Taxation 
of  Additional 
Stmictm 


Narrow 


IJniiIrd  Taiation  nf  Kervlrra 

Subataolial  Droad 

Arkansaa'' 
Florida* 
KanHsl> 
Louisiana* 
Mississippi'' 

New  Jersey 
New  York* 

OhioP 

Pennsylvania* 
Tennessee^ 

Teu^ 
Utah" 
Wisconsin* 

Wyoming' 

District  of  Columbia" 


(irnrral 
Taialion 
uf  Service* 


Alabama 

California 
Colorado 
Georgia 
l<laho 

Illinois' 

Indiana" 

Kentucky 

Maine" 

Maryland' 

Massachusetts 

Michigan 
Minnesota' 
Missouri 
Nebraska" 


Ariiona* 

Connecticut* 
North  Carolina*' 
South  Carolina^ 


Iowa' 

Washington' 
West  Virginia' 


Hawaii 

New  Mexico* 
South  Dakout 


Nevada 
North  DakoU 
Oklahoma" 
Rhode  Island" 
Vermont" 
Virginia 

Notes:  t.  Local  advertising  services  taxed  until  January  1. 1986.  Tax  on  materials/service  combinations  if  value  oi 
material  predominates. 

b.  Alteration,  repair,  etc,  of  motor  vehicles,  aircraft,  farm  machinery  and  implements,  motors,  tires  and  bat> 
teriea,  boats,  electrical  appliances,  instruments,  machines,  bicycles,  office  equipment,  shoes,  tin  and  sheet 
metal  computer  equipment  and  hardware,  and  mechanical  tools  and  shop  equipment:  printing. 

c  Repair  of  motor  vehicles,  garments,  farm  equipment,  appliances  and  electronics,  investment  counseliitg, 
bank  service  charges,  barber  and  beauty  shops,  carpentry,  laundry  and  dry  cleaning,  photography,  equip- 
ment rentals  flying  service,  interior  decxirating.  warehousing  of  agricultural  products,  printing,  wrapping, 
packing,  and  packaging  of  merchandise  other  than  meat  and  vegetables,  optional  service  on  warranty  con- 
tracts. Emptoyment  agency  services  exempt.  Cable  television,  campgrounds,  carpet  and  upholsury  clean- 
ing, gun  simI  camera  repair,  janitoral  and  building  maintenance,  lawn  care,  landscaping,  lobbying  services, 
pet  grooming.  reflexok>gy ,  security  and  detective,  tanning  beds  and  salons,  water  conditioning  and  soften- 
ing. 

d.  Selected  business  services  taxed  7.6  percent:  computer  snd  data  processing  credit  information,  collection 
and  employment  agencies,  marketing,  private  investigation,  armored  car,  sign  construction,  interior 
design,  photo  finishing,  telephone  answering,  stenographic,  photocopying,  certain  services  to  realty, 
business  analysis,  and  piped  in  music  Also,  cable  television. 

e.  Repair  of  tangible  personal  property.  Except  wearing  apparel  and  aboes  in  Pennsylvania.  Florida  taxes 
cable  television. 

f.  Repair  aiKl  installation  of  mi  and  tangible  property:  laundry  and  dry  cleaning:  credit  bureaus:  abstrac- 
tors; parking.  Virtually  all  services  covered  by  the  business  and  occupation  tax. 

g.  Excludes  agricultural  harvesting  and  warehousing,  nonprofit  hospital  services,  retirement  accommoda- 
tions, insurance  premiums. 

h.  Laundry  and  dry  cleaning. 

L  All  services  exempt  personal  (including  barber  shop  and  beauty  shop  parlors)  and  professional  (licensed  by 
the  state).  Included  in  the  taxed  categories,  for  example,  are  bookkeeping,  collection  services;  private 
detectives. 

j.  Exempts  health  and  education  services:  engineering,  architectiiral,  and  surveying  services  on  projects  out- 
side South  Dakota. 

k.  Repair  of  tangible  personal  property,  laundry  and  dry  cleaning.  Cable  television,  washing  and  waxing 
vehicles,  and  installation  of  tangible  personal  property  in  Kaiuas.  Cable  television  in  Mississippi 

L  Service  Occupation  Tax  applies  only  to  tangible  personal  property  transferred  by  servictment:  services 
are  exempt. 

m.  Repair  of  real  and  tangible  personal  property. 

n.  Cable  television  taxed.  Indiana  also  taxes  water  softening  snd  conditioning  service. 

a  Maintenance,  servicing,  and  repair  of  real  and  tangible  personal  property  (except  laundry,  dry  cleaning, 

tailoring,  services  contncted  by  private  landowner),  information  services,  installation,  printing, 
p.  Repair  and  installation  of  tangibk  personal  property:  washing,  waxing,  polishing,  and  painting  of  ntotor 

vehicles:  and  industrial  laundry  and  linen  services:  exempts  repair  and  remodeling  of  real  property  and 

coin-operated  car  washes. 

q.  Repair  and  installation  of  tangible  personal  property,  laundry  and  dry  cleaning,  parking.  Cable  television 
in  Tennessee.  Tennessee  exempts  repairs  to  certain  machinery  and  equipment  (natural  resource  extract- 
ing, road  building,  excavating  and  construction,  and  shipping  container  loading)  if  delivered  or  shipped 
outside  sute  after  repair. 

r.  Laundry  services  rendered  to  commercial  establishments  are  taxed 

s.  Repair  of  tangible  personal  property,  laundry  and  dry  cleaning,  photocopying,  parking,  cable  television, 
landscaping  and  lawn  maintenance. 

L  Repair,  alteration,  or  improvement  of  tangible  personal  properly:  geological  services, 
u.  H«pair,  reproduction,  addressing,  mailing,  leitile  renting,  parking, 
v.  Printing,  parking,  and  advertising  are  taxed. 

*  ^'^^  cleaning;  repairs,  renovations,  cleamng,  washing,  or  installing  Ungible  personal  prop- 

X.  Amusement  services  (smusement,  recreation,  entertainment);  cable  television,  personal  services  (SIC 
group  plus  nussage  parlors,  escort  serMces,  «nd  Turkish  baths,  from  ({roup  72«»|.  motor  vehicle  parking 
and  storage  and  repairing,  remodeling,  mainUnanie,  and  restoration  o(  Un>oble  personal  properly  (eicept 
aircraft,  motor  vehicles,  ships,  boats,  or  vessels  other  than  sport  (ishing  snd  other  plMsure  craft) 
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APPENDIX  D 


STATT  SA.E5;   TAX  EXTMl'TIONS 

ON   ITEMS  SL'IiJLCT  TO  EXCIST.  TAX 


ALCOHOL  CIGARr.TTi;S       MOTOR  rVEL 

Beer  Wine  Spirits 


NEW  ENGLAND 


Connecticut 
Maine 

Massachusetts 
New  Hampshire 
Rhode  Island 
Veraont 


MIDEAST 


Delaware 
Maryland 
New  Jersey 
New  York 
Pennsylvania 
D.C. 


GREAT  LAKES 


Illinois 
Indiana 
Michigan 
Ohio 

Wisconsin 


PLAINS 


Iowa  X 
Kansas  XXX 

Minnesota  X 

Missouri  X 

Nebraska  X 

N.  Dakota  X 

S.  Dakota  X 


X  X  X  X  X 

♦  ♦  ♦  ♦  ♦ 

X  X 

XXX  X 


SOUTHEAST 


  X 

Alabama  X 

Arkansas  X 

Florida  .X 

Georgia                                                                   X  X 

Kentucky  X 

Louisiana  X 

Mississippi  X 
N.  Carolina 
S.  Carolina 

Tennessee  X 

Virginia 

w.  Virginia 

SOUTHWEST 


Arizona 

New  Mexico  X 
Oklahoma  X  X 


Texas 
ROCKY  MTS 


Colorado 

Idaho  X 

Montana  *                 ^                                +  + 

Utah  X 

Wyoming  X 

FAR  WEST 


California  X 
Nevada 

Oregon  ^.                ^                  ^  ^ 

Washington  X 

Alaska  *  4.  4.  4.  ^ 
Hawaii 


Note:  X  items  are  exempt  from  the  sales  tax 

♦  -  These  states  do  not  have  a  state  sales  tax. 

*  -  ;;alGs  tax  is  applied  through  localities. 


r-oiir.-o : 


'All  Ptatps  Tax  CuiJe" 


Trent  ;  --e  Hall,    '.  9h  ' 


